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Preface 


TWO IDEAS MOTIVATE THE WRITING OF THIS BOOK. First, critical 
thinking is enhanced when economists understand how moral norms can 
help address potential market failure in the presence of moral hazards. If 
people in a variety of settings are motivated by principles other than sat- 
isfying their own preferences, exploring these behaviors can enhance the 
standard economic model. Second, economists regularly engage in public 
policy discussions using normative concepts like welfare and efficiency. 
Many are unaware that these practices involve a particular form of ethical 
analysis, one that has evolved in a controversial way. As a result, policy 
advice about economic efficiency becomes questionable in some settings. 

If economics is to have validity, the nature of underlying institutional 
frameworks (including ethical norms) must be uncovered. Although many 
questions in economics are purely scientific, most policy analyses rely on 
a conscious or unconscious adoption of an ethical framework and related 
value judgments. This book intends to make those connections more vis- 
ible and explicit, Exploring ethics in economics offers the hope of enhanc- 
ing critical thinking and better preparing readers for a complex world. 

Alfred Marshall, whose Principles of Economics textbook set the 
stage for twentieth-century economics, wrote this in the preface to the 
first edition: 


.. ethical forces are among those of which the economist has to take account. 
Attempts have indeed been made to construct an abstract science with regard to 
the actions of an “economic man,” who is under no ethical influences and who 
pursues pecuniary gain warily and energetically, but mechanically and selfishly. 


But they have not been successful.' 


Marshall wrote those words in 1890, and in the next hundred years 
economists attempted to extricate ethical reasoning from the field. The 


“economic way of thinking” became purportedly purely scientific. George 
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Stigler, who won the Nobel Prize in 1982, opined, “The basic role of the 
scientist in public policy, therefore, is that of establishing the costs and 
benefits of alternative institutional arrangements.”* In this statement Sti- 
gler adopts a particular moral framework (that only consequences matter) 
and a particular moral value tor evaluating consequences (dollar costs and 
benefits as a proxy for welfare). “Economics is finally at the threshold of 
its golden age,” Stigler wrote in 1965.° 

Stigler’s pronouncement was prophetic, and the methods of economists 
soon overran the fields of political science and sociology and made signif- 
cant inroads into law and other fields. But, in a larger sense, as econom- 
ics spread to other subjects, the discipline also drew inward in terms of 
the questions, methods, and goals pursued. Modern economists became 
less active in liberal education because, unlike their forebears, they rarely 
examined, or debated, the moral foundations of their own activities.‘ 

A liberal education requires stretching one’s critical thinking skills in 
ways that are only partially addressed by traditional methods in econom- 
ics.* Public policy problems cross disciplinary boundaries and raise sub- 
stantial normative questions. Indeed, if economists maintain that they do 
not rely on ethics at all, this is troublesome. If efficiency is viewed simply 
as a “fact,” instead of as an evaluative construct, for which alternatives 
exist, it creates intellectual blinders for anyone doing public policy work. 
Implicit moral judgments in economics should be subject to scrutiny. We 
should unpack and examine the ethical framework that informs the stan- 
dard economic approach and consider its alternatives. 

Adam Smith, in the eighteenth-century Enlightenment, saw economics 
as a branch of moral philosophy. Over the last few decades, economists 
have again engaged in fruitful dialogue with philosophers. The result of 
ignoring these linkages, in the words of Nobel laureate Amartya Sen, 
is that “modern economics has been substantially impoverished by the 
distance that has grown between economics and ethics.”* As Marshall 
predicted, the effort to eliminate ethics would fail. It failed because ex- 
amining ethical frameworks enhances understanding and prediction, and 
it failed because policy analysis cannot be done in isolation from ethical 
choices. Hence, “a well-trained economist should be able to scrutinize 


the moral underpinnings of a policy statement.”’ 
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Not all economists would agree. Some would no doubt insist that it is 
“folly” to suppose that “devotion to moral principles offers the solution 
of social problems.”* This statement reveals a semantic problem. Moral- 
ity in some contexts is conflated with subservience to religious dogmas or 
socialist ideals about altruism; experience shows that the resulting policies 
can produce horrific outcomes. Modern economics is a science that offers 
hope for progress and freedom. Standard economics is a powerful tool 
for both understanding and changing the world for the better. Yet econo- 
mists cannot be blind to the possibility that looking beyond preference 
satisfaction and efficiency can offer coherent and rational arguments for 
enhancing the world also. Defining and explaining a pluralist approach 
to ethics is the first task. In the opinion of Sen, who pioneered the resur- 
gence of interest in ethics in economics, “An economic analyst ultimately 
has to juggle many balls, even if a little clumsily, rather than giving a su- 
perb display of virtuosity with one little ball [for example, efficiency].”” 

Part I defends the idea that ethical inquiry is an essential component 
of critical thinking in economics and identifies three commonly used ap- 
proaches. Part II investigates the economic welfare model, which relies 
ona particular version of outcome-oriented ethics, and explores why it is 
both powerful and controversial. (Chapter 4 is a review of microeconom- 
ics and may be omitted by advanced readers.) Part II] explores the ways 
in which market and political processes rely on more than just efficiency- 
based ethics. One conclusion is that economists should be careful about 
what we think we know, and even more careful in recommending policies, 
when the ethical analysis is narrowly focused or unexamined. 
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PART I 


Moral Frameworks 


Why Ethics Matters 


Economics is thought to rely on the hardheaded calculation of rational 
self-interest; ethics is often portrayed as mushy do-goodism. Is there any 
useful connection between these subjects? This chapter makes the central 

bonds between these topics clearer and shows why critical thinking in 

economics can sometimes rely on a pluralist understanding of ethics. 
In addition to concern for an efficient outcome, people are motivated 
by considerations of justice and principles of duty and virtue. Different 
ethical frameworks offer complementary insights for positive and 


normative economic analyses. 


THE MORAL ECOSYSTEM 

O. J. Simpson—a flamboyant former professional football star and actor— 
was acquitted of double homicide in one of the twentieth century’s most 
contentious jury trials. In 2006, publisher Rupert Murdoch planned to 
release Simpson’s quasi-autobiographical account, If I Did It, of how he 
“might” have killed his ex-wife Nicole and Ronald Goldman. The public 
reacted to this news with outrage, and the book and a related television 
show were ultimately canceled amid widespread mockery.’ 

But why should there be outrage? Many people wanted to read the 
book! Those who did not would not be forced to buy it. Standard economic 
logic would say that efficiency is enhanced when consumers get to buy 
the products they desire. So what was the problem? Clearly, a majority of 
citizens were repulsed by the notion that Simpson and his publisher were 
attempting to cash in on his notoriety as a potential murderer. Simpson’s 
flirtation with a blockbuster confession was morally repugnant because 
moral norms were being violated. 

In 2014 another celebrity, billionaire Donald Sterling, owner of the 
Los Angeles Clippers basketball team, was caught on tape making de- 
rogatory comments about his African American players and fans. The 
comments went viral over the Internet, causing widespread condemna- 
tion. Within days, major corporations withdrew their endorsements, and 
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the National Basketball Association imposed a lifetime ban on Sterling. 
Violating moral norms (not showing proper respect for others) can have 
profound impacts in the marketplace. 

Moral norms change, of course, so what was considered outrageous 
fifty years ago (selling on Sundays) is now widely acceptable in the United 
States. And an action that was considered by many to be proper three 
centuries ago (selling other human beings) is now considered abhorrent. 
Markets operate within a moral ecosystem—but that environment is not 
well understood by economists. The incorporation of ethical reasoning is 
as essential for economists as it is for anyone else seeking a liberal educa- 
tion—that is, as a preparation for tackling complex, diverse, and chang- 


ing problems in real-world settings. 


Ethics Defined 


There are many ways to define what is meant by ethics. One working 
definition is: 


Ethics is the study of one’s proper interactions with others: It is the analysis of 


right and wrong.” 


Ethical beliefs and practices constitute a vast and unseen institutional force. 
A famous example is the generous tip that a satisfied traveler leaves at a 
highway restaurant—an eatery to which she never intends to return. Why 
would anyone leave a tip when there is no expectation of future reward? 
The typical diner shrugs and says it is customary to show generosity for 
good service; giving a tip is simply the “right thing to do.” However, we 
can imagine deeper answers than this. Economic actors may leave a gratu- 
ity because they are altruistic; or diners may not want to incur the social 
stigma of not tipping; or they may believe that they have a duty to act 
in certain ways; or they self-consciously act in ways thought to be virtu- 
ous. A pluralist account of why we tip captures the complexity of ethical 
motivation. Of course, not everyone tips, so the simplistic account of the 
consumer as a selfish miser—Homo economicus or economic man—is 
correct much of the time. But the selfish actor model cannot fully explain 
highway tips or help us fully understand why O. J. Simpson’s book was 


booed out of the market before production. 
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Enlightened Self-Interest 
Human nature is thus complex and contradictory: sometimes selfish, some- 
times altruistic, and sometimes just.’ Ethical egoism—the norm of doing 
best by “looking out for number one”—should never be underestimated. 
George Washington, camped at Valley Forge, Pennsylvania, during the 
harsh winter of 1778, learned this the hard way. Washington inspired 
his officers and troops to great personal sacrifices under the patriotic 
banner of independence." He called on them to fulfill their duties. At the 
same time, the Pennsylvania legislature adopted price controls on food 
that caused widespread shortages. Many farmers reacted to the law by 
selling their grain on the black market at higher prices to the rival British 


army while Washington’s troops starved. Washington stoically observed: 


We must take the passions of men as nature has given them, and those prin- 
ciples as a guide, which are generally the rule of action. I do not mean to exclude 
altogether the idea of patriotism. I know it exists, and I know it has done much 
in the present contest. But I will venture to assert, that a great and lasting war 
can never be supported on this principle alone. It must be aided by a prospect of 


interest, or some reward.’ 


Washington, an astute observer, notes that different men, at different times, 
are moved by different motivations. No one size fits all, and in marshal- 
ing an army he had to understand these differing motives and instincts. 
Stereotypes of the greedy banker or the completely selfless saint do not 
help much because few people operate at these extremes. Most people, 
according to one recent theory, are “strong reciprocators” who are pre- 
disposed to cooperate and willing to incur costs on themselves to punish 
those who violate moral norms, even when it is difficult to conceive that 
such investments will recoup in the future.° To some extent, people are 
pliable, and customs or rituals that evoke and bolster public-spirited mo- 
tives can sway individual preferences toward prosocial aims. 
Economists do not assume that people are always selfish because peo- 
ple may have preferences that are other-regarding. Being self-interested is 
not the same as being selfish (as elaborated in Chapters 8 and 9). Adam 
Smith’s great work, The Wealth of Nations (1776), explores the workings 
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of markets under the assumption that people are motived by self-interest. 
He notes: 


... man has almost constant occasion for the help of his brethren, and it is in 
vain for him to expect it from their benevolence only... . It is not from the be- 
nevolence of the butcher, the brewer, or the baker, that we expect our dinner, 
but from their regard to their own interest. We address ourselves, not to their 
humanity but to their self-love, and never talk to them of our own necessities 


but of their advantage.’ 


Looking after oneself is instinctual, Smith observes, and following this 
instinct under the right circumstances can be virtuous in terms of one’s 
own responsibilities and can also produce desirable outcomes for society 
as a whole. 

The mistake some people make is to think that Smith thereby adopts 
the moral lens of ethical egoism. As discussed more fully in Chapters 8 
and 9, Smith denounces egoistic behaviors. His first book, The Theory 
of Moral Sentiments (1759), shows how moral norms would arise to 
constrain selfish instincts. Far from being anonymous and autonomous 
agents, people are social creatures with strong instincts for sociability. Even 
the “greatest ruffian, the most hardened violator of the laws of society” 
is not altogether without social feelings.* Feelings, rather than rational 
calculations, are the mechanism through which nature adapts humans 


for successful cooperation in society, according to Smith. 


The Social Ethical Lens 
Reaching emotional! equilibrium with our peers is one of our strongest 
passions. This forms the basis for the development of ethical norms that 
lower the transactions cost in trade. Using Smith’s model, Charles Dar- 
win observes that the greatest distinction between humans and other 
animals is not our rational minds but our moral capabilities, which 
undergird our widespread cooperation. These capabilities are honed 
instinctual responses. In his conclusion to The Descent of Man (1871), 
Darwin notes, “Any instinct, permanently stronger or more enduring 
than another, gives rise to a feeling which we express by saying that it 


ought to be obeyed.”” 
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The social instincts work initially through the human capacity to 
sympathize with others but are strengthened by instruction, exercise, and 
habit. Ethical beliefs and practices make up the formal and informal rules 
that generate trust, promote interdependencies, and spur work productiv- 
ity ina myriad of ways. In everyday economic life there is a vast arena in 
which economic behavior is shaped by social instincts and ethical mores 
(as elaborated in Chapters 7 to 12). 

In 1943 Norman Rockwell painted a famous illustration for the Sat- 


“w It depicts an ex- 


urday Evening Post entitled, “Freedom from Want. 
tended family crowding around the dining room table, eagerly awaiting 
the arrival of a plump roasted turkey. The painting highlights the desire 
for material outcomes (the turkey), and the individuals, whose stomachs 
are no doubt growling, hope that they will receive a large serving of the 
bird for their own personal enjoyment. Yet the painting also demonstrates 
commitment to concepts beyond the individual, in the sharing of sympa- 
thies and mutual sacrifice. The country at that time was pulling out of the 
Great Depression and fighting wars on two fronts. Although economic 
behavior is surely in part about self-interest and material enrichment, 
Nancy Folbre astutely observes, “Markets cannot function effectively 
outside the framework of families and communities built on values of 
love, obligation, and reciprocity.”"' 

Families are more than collections of atomistic economic agents; members 
specialize and make investments with a larger focus than the self. Women 
in particular take on roles of caregiving that are poorly acknowledged or 
modeled by standard economic theory. Authentic emotional commitment, 
as opposed to utility maximization, is often a significant decision driver 
and determination of quality.’ Everyone who eats at Rockwell’s dinner 
table implicitly (and often unconsciously) accepts the basic ethical norms 
of the social group, which extends beyond the family to considerations 
of civic and national duties. People are bound together in a shared en- 
deavor and celebrate togetherness in ritual feasts like Thanksgiving. Al- 
though people may be selhsh, they restrain themselves because of ethical 
commitments that do not fully rely on a calculation of gains and losses. 
Building on this notion, Kenneth Boulding entitled his presidential ad- 


dress to the American Economic Association in 1968, “Economics as a 
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Moral Science.” It advances the idea that traditions and motives beyond 


enlightened self-interest are at work in economic life: 


In facing decisions, especially those which involve other people, as virtually all 
decisions do, we are faced with two very different frameworks of judgment. The 
first of these is the economic ethic of total cost-benefit analysis. . . . It is an ethic 
of calculation. ... This type of decision-making, however, does not exhaust the 
immense complexities of the human organism, and we have to recognize that 
there is in the world another type of decision-making, in which the decision- 
maker elects something, not because of the effects that it will have, but because 


of what he “is,” that is, how he perceives his own identity." 


If standard economics relies on the winds of self-interest, ethics in eco- 
nomics offers a complementary understanding of hidden currents and tides 
that move actors on the commercial stage—workers, suppliers, managers, 
and customers. Ethics provides the institutional framework within which 
economic activity unfolds, intertwined with concepts of personal mean- 


ing, duties, virtues, and social feelings of moral equilibrium. 


Positive and Normative Ethics 

The study of how people actually reach ethical decisions is called posi- 
tive ethics. Proposing a preferred method of how people ought to make 
ethical decisions is called normative ethics. A good theory of normative 
ethics would likely contain an implicit notion of how people actually 
can make ethical judgments (positive ethics). When Adam Smith argues 
that humans learn to moderate their selfishness through aligning moral 
sentiments, he is making claims about both how people can make ethi- 
cal decisions and how a properly socialized person ought to make ethical 
decisions. Knowing something about human capabilities, both biologi- 
cal and psychological, plays a part in the evaluation of a moral theory: 
Ought implies can. 


Positive and Normative Economics 
Positive economics is the study of the economy, as it currently exists (for 
example, the discernment of facts). Positive economics can be used to make 


predictions, based on models of how the world works. Predictive state- 
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ments take the form, “If this happens, then this would be the outcome.” 
A thesis of this book is that economists can better understand and predict 
when they consider ethical beliefs and commitments (for example, when 
they better understand positive ethics). 

Normative economics entails a judgment about the kinds of actions 
that ought to be taken. A second thesis of this book is that economists 
can provide sounder policy advice when they consider a broader ethical 
landscape (for example, when they better understand normative ethics). 
The division between positive and normative economics is not precise. It 
is not possible to develop a science of facts and objective theories alone 
because value judgments play a critical role in the selection, collection, 
and analysis of information. Moreover, the act of carrying out economic 
research can change the facts, with ethical repercussions. Accordingly, 
science progresses better when practitioners adhere to ethical norms of 
truth seeking and honesty, themes developed in Chapter 12. 

The following section demonstrates why using economic logic in the 
absence of complementary ethical frameworks proves to be an expensive 


lesson for General Motors. 


THREE ETHICAL FRAMEWORKS 
Economists typically posit that decisions should be made by compar- 
ing costs and benefits at the margin. Following this blindly can produce 
problems unless the wider ethical landscape is considered. To illustrate, 
this section uses a case study of automobile safety to introduce three dif- 


ferent ethical approaches. 


The Chevy Malibu Case 
In July r999, a jury assessed $4.9 billion in damages against General 
Motors (GM) for selling the Chevrolet Malibu, a car with a dangerous 
fuel tank placement that was implicated in a number of fiery crashes. 
The reason the award was so large is that the jury discovered that GM 
managers had known about the problem and had done nothing to cor- 
rect it. This case provides an informative window into the world of eth- 


ics and economics. 
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Here are the facts: A GM engineer’s secret memorandum calculated 
that fixing the known fuel-tank problem would cost $8.59 per car. But 
leaving the car as it was would cost even less, only $2.40 per car (based 
on settling the product liability lawsuits, with an average expected pay- 
out of $200,000 per life). Every car not fixed earned GM an expected 
additional proht of $6.19 per car. In considering the costs and benefits 
for the company, GM managers decided not to fix the fuel tank. Nor did 
they inform consumers about the issue.” 

The engineer’s memorandum represents a standard way of thinking at 
the margin about economic costs and benefits. The premise for this view- 
point is that people make voluntary trades that satisfy their own prefer- 
ences and thus improve their own welfares. Hence, people evaluate what 
they will gain and what they will lose, and they choose the outcome that 
maximizes their own individual gain or minimizes their individual loss. 
In this mind-set it is rational and desirable to take an action as long as 
the incremental benefits of that action exceed the incremental costs. It is 
not only GM engineers who make such economic calculations; consum- 
ers do also. Some consumers do not want the safest car possible, because 
that would make the car prohibitively expensive. Through trial and error, 
the market discovers the “correct” amount of safety by finding the point 
at which the marginal private cost (MC) of safety equals the marginal 
private benefit (MB) of safety.'* 

From the perspective of GM, the $8.59 cost to fix the fuel tank rep- 
resents the “opportunity cost” to the company of fixing each tank. The 
value of the lives saved represents the benefit. In wrongful death settle- 
ments, courts generally measure the dollar value of a life saved by what 
the person would have earned had he or she remained alive and working 
for a normal time period.'* Hence, not all lives are valued the same in 
legal cases. The economic analysis of whether to fix the fuel tank thus 
relies on a theory that low-income people would prefer to buy an inex- 
pensive car—even if it is more dangerous—than no car at all. Because 
there are many cars to choose from, consumers who prefer a safer car 
can choose that option. 

The ethical issues involved in automobile safety can seem overwhelm- 


ing. Fortunately, there are three standard ways of conceptualizing ethical 
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issues. The three approaches are related, as illustrated in the following 


schema:"” 
(1) Economic Agent — (2) Action — (3) Outcomes 


An economic agent takes an action that is expected to produce certain 
outcomes. Ethical frameworks differ in their attention to different stages 
of this progression. 


Outcome-Based Ethics (Consequentialism) 

The implicit moral framework apparently used by GM managers was 
outcome-based ethics (Stage 3). More precisely, the particular form of 
consequentialism used was corporate ethical egoism: The right course 
of action is that expected to produce the best outcome for the corpora- 
tion. One problem with ethical egoism is that it severely limits the scope 
of analysis, in this case to the expected outcomes for GM alone. Because 
one’s actions can produce negative consequences for others, many conse- 
quentialists would say that actions should be judged not simply by their 
effects on oneself but by their impacts on others or society at large. 

Normative welfare economics also focuses on step (3) but with an 
important distinction. Economists typically emphasize a different out- 
come—economic efficiency. Economists try to answer the question: 
What action or policy would produce the largest net economic value 
for society as a whole, and not simply to one particular company or 
its shareholders? By considering a wider universe that includes all con- 
sumers and producers, standard welfare theory would find that GM’s 
decisions were not efficient. If consumers are misled about the safety of 
the car (not informed about the faulty fuel tank), the outcome does not 
maximize the dollar value created because consumers were not allowed 
to make informed rational judgments as to what to buy. This situation 
creates a market failure because of asymmetric information: One party to 
the transaction (in this case GM) has relevant information not available 
to the other side. This creates a moral hazard because one party to the 
transaction has an incentive to do the wrong thing. Hence, even though 
GM managers used the economic way of thinking (analyzing marginal 
costs and marginal benefits), their scope of analysis was too narrowly 
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focused to produce an outcome that economists would generally ascribe 
to as being desirable. 

When certain basic conditions are present, however—the existence 
of competition, no asymmetric information, and no external costs like 
pollution—a market left to its own devices is said to get close to the 
outcome of maximizing the net dollar value created for the entire class 
of consumers and producers in the long run (see Chapters 4 and 5 for 
elaboration). If these circumstances exist, people can follow their own 
best interests, and the results will be equivalent to maximizing economic 
welfare for society at large. 

Other consequentialists dispute the notion that human “welfare” can 
or should be measured by the net economic value produced in markets. 
The most famous version of consequentialism is Jeremy Bentham’s clas- 
sical utilitarianism (Chapter 2). Bentham would agree with economists 
that welfare should be measured by the calculation of costs and benefits, 
but these should not be denominated in dollars and cents but in psycho- 
logical pleasures and pains. Classical utilitarians would say the decision 
not to fix the Malibu’s gas tank did not pass the moral smell test because 
the slight additional profit from GM’s decision ($6.19 per car) would give 
shareholders a miniscule increase in pleasure. But the cases of death and 
burns to customers would create enormous physical and emotional pain 
for the victims and their families that would be likely to far outweigh any 
pleasure generated for shareholders. 

Other consequentialists might argue that the best outcome requires 
a different metric, such as, which outcome is the most fair? Or, which 
promotes the greatest freedom? Or, rather than maximizing any one 
outcome, what mix of outcomes produces the best compromise between 
efficiency and equity or between safety and freedom? 


Duty- and Rule-Based Ethics 
The second moral framework asks whether the action itself is moral (Stage 2). 
An action has intrinsic value if it is valuable for its own sake and not in 
regard to the outcomes produced. Stage 2 asks the question, “What ac- 
tion am I duty- or rule-bound to make, either by a commitment to moral 


principle or allegiance to religious law?” Hence, a different argument 
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against ethical egoism comes from duty- and rule-based ethicists. These 
viewpoints vary, but they derive from the notion that one’s decisions ought 
to reflect one’s duty (either to Kant’s rational process or to rules given by 
God). GM’s business calculation zot to fix the gas tank fails the moral 
rest from the duty framework because it shows a disregard for the basic 
dignity and worth of every human being. By failing to fix the tank, GM 
managers were essentially using others only as a means to their own ends 
and disregarding basic moral norms of justice (Chapter 3). 

One can find a surprising justification for the duty-based view in the 
writings of Milton Friedman, a Nobel Prize-winning economist who 
championed the notion that businesses should focus on making profits." 
Profits are a signal that provides an incentive to allocate resources toward 
making products most desired by consumers. “Few trends could so thor- 
oughly undermine the very foundations of our free society,” Friedman 
wrote, “as the acceptance by corporate officials of a social responsibility 
other than to make as much money for their stockholders as possible.” 
Friedman mainly supported capitalism because he thought it is the eco- 
nomic system most compatible with maximizing liberty. At the same 
time, he also thought it provides the greatest economic value to consum- 
ers. Both freedom and economic value are consequentialist outcomes that 
can be used to justify capitalism. But Friedman did not think that cor- 
porate executives could therefore ignore moral rules and duties. On the 
contrary, the business manager is duty bound to carry out the wishes of 
shareholders who own the company. Friedman’s story explicitly relies on 
managers adhering to nonconsequentialist ethics! 

Friedman also inserted an explicit moral caveat. Managers, Friedman 
asserts, ought to maximize profits “while conforming to the basic rules 
of the society, both those embodied in law and those embodied in ethical 
custom.”*" In other words, there is a larger moral universe within which 
managers operate. The cost-benefit analysis is hne—as long as managers 
first comply with basic moral duties that are nonconsequentialist. Fried- 
man was explicitly presented with this quandary: Suppose a company 
president learns that his factories are releasing a harmful chemical into the 
local community. The pollutant is not covered by current environmental 


regulations. What should the company president do? Friedman’s response 
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was unequivocal: The right course of action is to immediately disclose 
the information to the public.*! In other words, it is not enough simply to 
obey the law. Individuals cannot hide behind a corporate shield and must 
take moral responsibility for their behaviors when others are affected. 
So a key complaint against GM managers is that they failed to con- 
sider basic ethical duties toward other human beings. The decision not to 
fix the tank lacked adherence to common norms of treating others with 
minimal respect as moral equals. A basic moral rule in many religions 
is, “Do unto others as you would have them do unto you.” Basic norms 
of justice appear to have been abridged, which is perhaps why the jury 
acted with apparent outrage in assigning such a huge award to the injured 


parties in the Malibu case. 


Virtue-Based (or Character) Ethics 

The third approach starts with the person in Stage 1 and examines the 
motives for action. It brings to light issues of character that relate to per- 
sonal growth. It asks, “What way of being is virtuous, and how and why 
should I become such a virtuous person?” It is fine and well to talk about 
duties and rules, but why should anyone be ethical in the first place? Vir- 
tue ethicists argue that it is important to start by cultivating managers of 
character who have developed self-control before discussing the duties 
and rules they are expected to follow. 

To virtue ethicists, the GM managers’ decision fails the smell test not 
because of the calculated outcomes (pleasure and pain, or profit and loss) 
and not because of rules and duties but simply because of commonplace 
notions of what a good person should do if confronted with a similar 
choice. Would a good person be able to sleep at night knowing that she 
had failed to fix a faulty gas tank for less than $9 per car and then lied 
about it to the public through silence? 

Attention to a wider scope of ethical analysis might have averted per- 
sonal tragedies for some consumers and ultimately a financial disaster 
for the company itself. Unfortunately, it does not appear that executives 
learned from this experience. In 2014 it came to light that GM had also 
known for more than a decade about a faulty ignition switch on many of 


its models. When jostled during driving, the switch could shut off, dis- 
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abling power steering, power brakes, and, most important, airbags. GM’s 
managers decided not to fix the switch, which cost less than $5, nor did 
it inform the public of this choice.** 


A WIDER ETHICAL LENS 

Public debates about policies, just like jury deliberations about GM’s li- 
ability, are rarely orderly. That is, arguments come at us from all direc- 
tions. Although such discussions can appear cacophonous, we can learn 
to categorize the viewpoints in terms of the moral argument advanced: 
whether it is about consequences, or duties and rules, or the character of 
the persons involved. Using a “three-dimensional approach” to frame a 
discussion may take some time but offers insights not available when we 
stick within one ethical framework. 

Once ingrained, the habit of seeing “the 3-D picture” of ethical frame- 
works can be helpful in understanding competing points of view. If we 
asked an average consumer why she does not eat pork, the answer might 
be, “I don’t like the taste.” One’s preferences and the desire to enhance 
one’s own welfare are good ways to model this behavior. If you asked 
a devout Muslim or Jew why he does not eat pork, the answer instead 
might be, “One ought to make decisions in accordance with religious 
law. Sacred texts forbid eating the flesh of a pig; therefore it is wrong 
to eat bacon, ham, and other such products.” This person’s decision is 
based on a duty to obey a God-given rule, rather than on a particular 
consequence or outcome. ™ (A different and more widespread philosophi- 
cal version of duty-ethics arises from the Kantian respect for rationality, 
covered in Chapter 3.) 

Finally, asking vegetarians why they do not eat pork might evoke a 
third type of response. A vegetarian might say, “I want to live the life 
of a virtuous person. I ask myself, “What would Mahatma Gandhi do?’ 
and try to follow that path, regardless of the imposition on me person- 
ally.” This approach explores the intentions and feelings of someone 
who is striving to lead a life of transformation and personal growth. It 
relates to qualities and habits of character. The three basic approaches 
(consequences, duties/rules, and virtues) are not mutually exclusive. In 


addition to personal growth, a vegetarian might argue that eating fruits 
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and nuts adheres to divine law.** Another vegetarian might argue that 
not eating meat produces a desired environmental outcome (sustaining 
the planet). Vegetarianism is supported by appeals to all three types of 
ethical arguments. 

Any typology that lumps the diversity of ethical beliefs into three 
superstructures such as this will encounter problems and fuzzy distinc- 
tions. There is substantial overlap. Economists might argue, for exam- 
ple, that duty- and virtue-based ethics are really just variations of the 
standard economic approach. The devout Muslim, for example, has a 
“preference” for Islam and is maximizing his own utility by adhering 
to its laws. Likewise, the environmentally conscious vegetarian has a 
“preference” for a sustainable ecosystem; her apparent altruism is simply 
self-interest in trying to save the Earth. According to this view, inter- 
personal interdependencies can be modeled in utility functions through 
“other-regarding” preferences. 

The problem with trying to cram everything into a utility maximization 
model is that too much of importance gets distorted or left out entirely. 
Virtue ethics (at least Smith’s version) helps us understand how someone 
could come to internalize the view that one ought to do the “right” thing, 
compatible with moral feelings, and not because a predicted outcome 
would follow. One’s reasoning process consists in aligning sympathetic 
convictions, in addition to making calculations of gain or loss. Smith in- 
sists that sympathetic reactions “are always felt so instantaneously” that 
these cannot be part of the calculus of maximizing self-interest.2* More- 
over, the rational calculating model requires too much rationality, and 
humans are weak at predicting outcomes (see Chapter 8). Other criticisms 
arise from the new field of behavioral economics, from debates over the 
meaning of rationality, and from other sources. These discussions are 
partially addressed in Chapter 6. 

Amartya Sen, a modern champion of ethics and economics, won the 
Nobel Prize in 1998. Sen demonstrates the shortcomings of the utility 
maximization model with a parable about “rational fools”: 


“Where is the railway station?” he asks me. “There,” I say, pointing at the post 


office, “and would you please post this letter for me on the way?” “Yes,” he 
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says, determined to open the envelope and check whether it contains something 


valuable.** 


What is at issue for Sen is not whether people give an honest answer to 
every question but whether they give self-utility-maximizing answers 
“often enough to make that the appropriate general assumption for eco- 
nomic theory.” Sen argues that commitments, such as to truth telling, are 
internal moral constraints on maximizing behavior. A commitment can 
entail a counterpreferential choice. A worker wants to relax, but she has 
made a commitment to her boss. Commitments, and the social relations 
within which they are embedded, are important for workplace loyalty and 
motivation where it is difficult and expensive for employers to monitor 
employees. In Smith’s moral sentiments model, loyalty can motivate be- 
havior and may derive from considerations beyond promotion or reward. 

The rational economic actor model is analytically useful in many situ- 
ations, but rejecting any consideration other than self-interest “seems to 
impose a wholly arbitrary limitation on the notion of rationality.”*’ Sen 
argues, “Economic theory has been much preoccupied with this rational 
fool decked in the glory of his one all-purpose preference ordering. To 
make room for the different concepts related to his behavior we need a 


more elaborate structure.”2* 


ETHICAL PLURALISM 
A more elaborate structure would consider the likelihood that people make 
choices within a pluralist moral ecosystem, that is, some mix of consider- 
ing outcomes, conforming actions to principles, and exploring character 
or virtue as part of meaning and identity. Pluralism can be understood in 
two ways. One way is descriptively, through demonstrating that differ- 
ent moral values or principles are sometimes involved in people’s decision 
making and that these cannot be reduced to a single set such as Bentham’s 
utilitarianism (Chapter 2), Kant’s categorical imperative (Chapter 3), or 
Aristotle’s virtue theory (Chapter 3). A second way pluralism operates 
is normatively, through demonstrations that seemingly different prin- 
ciples are at times necessary for the operation of another. For example, 


we noted earlier that corporate profits, to Friedman, are an instrument 
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for promoting the consequentialist goal of efficient resource allocations; 
they serve the ultimate interests of consumers. But this consequentialist 
aim cannot be realized unless business managers are virtuous in adher- 
ing to their fiduciary duties to shareholders and to wider duties in soci- 
ety. In this light, the aspects of action that different moral theories focus 
on do not so much compete with each other as complete each other.** 
Ethical pluralism is addressed throughout the book and especially in the 
concluding section in Chapter 3, “Looking Ahead,” and in Chapter r2. 

This book frequently quotes from Nobel Prize winners in econom- 
ics.°” This alerts readers to the fact that ethical discourse is not only how 
the modern discipline of economics began in the eighteenth century with 
Adam Smith but also how ethical reasoning has moved to the forefront 
of many issues that bright minds are working on today. As one example, 
five Nobel laureates in economics recently pushed for a more nuanced 
approach to understanding social progress, going beyond a dollar ac- 
counting of human welfare.*! To do this they needed to consider a wider 
moral universe. 

In the 1840s and 1850s Robert Lumpkin operated one of the world’s 
largest auction sites for slaves in Richmond, Virginia. Three hundred 
thousand African Americans were sold, separated from their families, 
and marched in shackles over the James River onto ships at the dock, lit- 
erally “sold down the river.” The science of economics can help explain 
prices in slave markets using supply and demand, and efficiency can be 
analyzed as maximizing the economic surplus. But that narrow perspec- 
tive cannot help explain the development and existence of property rights 
in other human beings. Douglass North won the Nobel Prize in 1993 
for highlighting the role played by institutions, the formal and informal 
“rules of the game.” Institutions are humanly devised constraints that 
determine property rights and structure exchange; they include the moral 
norms for creating trust and lowering transactions costs. “The central 
issue of economic history and of economic development,” North argues, 
“is to account for the evolution of political and economic institutions 
that create an economic environment that induces increasing produc- 


tivity.” Moral sentiments and principles can help us understand why so 
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many Northerners fought so hard to overturn slavery, even though there 
was a large profit in slave trading. It helps us understand the evolution of 
norms that enhance efficiency in many ways. The world we live in, and 
particularly the modification of institutional rules, revolves around the 
sometimes muddled entreaties of different ethical viewpoints. A liberal 
education prepares one to discern the moral frameworks that lie beneath 
the surface of public policy debates. Excavating the history of ethics in 


economics is One way to start. 


A CONVERSATION ON ETHICS IN ECONOMICS 
A curious economist engages in dialogue with an interested observer about 


the issues raised in the first chapter. Let’s jump into this debate: 


Curious Economist: I'm already covering more topics in my econom- 
ics class than I have time for. Why should moral inquiry be added to 
the tool kit? 

Observer: The answer is simple: Choices in economics are often en- 
meshed in social relations, governed by ethical frameworks and expec- 
tations. Look at the reaction of Nike’s consumers when they discovered 
that Nike suppliers were operating sweatshops. 

Economist: Why can’t the standard model of “enlightened self-interest” 
capture everything I need to know about social relations? 

Observer: Economic actors can certainly be portrayed as Homo eco- 
nomicus—calculating maximizers—but a significant number of inter- 
actions go beyond enlightened self-interest. Human nature also entails 
Homo empathicus—a socially embedded person who engages others. 
Feelings and principles about right and wrong, rather than calcula- 
tions of personal gain, are operative in some settings.” 

Economist: Ethics introduces complexity, but the best models are simple. 
Observer: Models need to be as simple as possible but not too sim- 
ple. Adding ethics can enhance the understanding of markets. Such 
insights make students glad to be studying a discipline connected to 
the real world! 

Economist: Why shouldn’t economists let others—philosophers, say— 


specialize in ethical issues? 
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Observer: When economists talk about efficiency as maximizing the 
economic surplus, they are already using a moral framework (con- 
sequentialism) and applying a particular version of that framework. 
That moral framework has evolved substantially over the years and is 
controversial. Shouldn’t students be aware of what's at stake? 
Economist: But this is outside my area of competence .. . 

Observer: Haven't economists developed new skills over the years? 
In the 1930s they absorbed Keynesian economics. In the 1940s and 
1950s they mastered mathematical modeling. In the 1960s they learned 
econometrics. In recent decades they adapted to the insights of behav- 
ioral economics. Times change, and people have to keep up. 
Economist: If ethics is a new field, why don’t we wait until all the is- 
sues have been sorted out? 

Observer: Ethics in economics is actually a well-established field. 
The frameworks surveyed here go back two centuries or more. Adam 
Smith, the founder of modern economics, was deeply steeped in ethi- 
cal analysis. His moral sentiments theory is enormously influential to- 
day in fields ranging from political science to biology to experimental 
economics. Whatever your background, an educated social scientist 
should know something about Smith’s moral sentiments theory. Mod- 
ern experimental research into ethics is relatively new. But this should 
not be a barrier for open minds. 

Economist: But ethics can be mushy and qualitative. By contrast, eco- 
nomics is quantitative and provides definitive answers. 

Observer [laughs]: That’s an engineering view. It says economics is 
simply a mathematical puzzle, such as how to design the cheapest 
bridge across a river. But definitive answers are useless if they give 
answers to the wrong questions. Critical thinking in economics neces- 
sarily involves dealing with ambiguity, uncertainty, and doubt. Lionel 
Robbins, who strongly pushed for the positive/normative distinction 
in economics so as to remove ethical dimensions from the science side 
of the discipline, quipped, “The man who can claim for economic 
science much exactitude is a quack.”** Robbins, incidentally, did not 
want to remove ethics from applied economics because a broader 


knowledge of institutions and ethics is needed for policy evaluation. 
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The “art” of economics involves qualitative dimensions of ethics and 
other institutions. 

Economist: Can you give me an example? 

Observer: Sure. Pareto efficiency is often invoked to describe the opti- 
mal state of affairs achieved through voluntary trade: Both sides win. 
But this definition puts economists in a straitjacket: Policy reform 
always causes harm to someone. A revised approach, called Kaldor- 
Hicks efficiency, argues that as long as the winners earn more than 
the losers, it is efficient to implement change, even if the losers are not 
compensated. It takes only a moment to realize that this version of ef- 
ficiency involves compulsory trade, and the losers are not voluntarily 
agreeing to it. The only way compulsion can be justified is if we are 
living in a democratic society with a transparent legal system, good 
property rights, low transactions costs, and basic human rights. Effi- 
ciency in public policy is an uncertain ethical concept in most parts of 
the world where these preconditions are tenuous (see Chapters 5 and 
6). Many economists routinely provide advice to developing countries. 
If institutional ethics is ignored because it is thought to be irrelevant, 
advice can go badly awry. Famous examples of this are provided in 
Chapters 5 and 6. This is why economists need to know the philo- 
sophical roots of their discipline. 

Economist: Okay, you’ve got me curious enough to keep reading... 


LOOKING AHEAD 
The standard economic way of thinking about costs and benefits is highly 
productive to our assessment of many policy issues. Yet it is only part 
of the way of thinking about these issues. Economics operates within a 
larger moral framework: An economist who ignores larger moral road 
signs in making policy choices is thinking incompletely and thus failing to 
think critically about the issue. No single ethical approach can adequately 
explain the economic world including important concepts of trust, care, 
obligation, and meaning. Nor can a single framework, by itself, provide 
adequate guidance as to policy (explored in greater detail in Chapter 12). 

This book presents three alternative frameworks of moral analysis 


(consequences, duties/rules, and virtues) without specifically endorsing 
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any one. Most people probably use all three at various times and in dif- 
ferent aspects of their lives. Emerson’s popular adage says, “a foolish 
consistency is the hobgoblin of little minds.” Indeed, a theme here is that 
all three ethical frameworks are needed to explain and evaluate the rich 
variety of human behavior and political institutions, even if at times they 
seemingly conflict. The following chapter addresses consequentialist eth- 


ics in greater detail. 
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CHAPTER 2 
Outcomes 


The previous chapter introduced three ethical frameworks. This chapter 
explores one of these, the idea that ethics involves producing the best 
foreseeable outcomes. Purposeful action should be directed toward 


achieving desired ends. 


OUTCOME-BASED ETHICAL SYSTEMS 

A famous coaching maxim says, “Winning isn’t everything, it’s the only 
thing.”' In this view, having a victorious ending to the game determines 
the moral significance of the endeavor. Coming in second (having a differ- 
ent outcome) would be worthless. Consequentialism is the general name 
for this approach, wherein it is argued that action ought to be directed 
toward producing the best foreseeable outcome. Who could oppose mak- 
ing the world the best it can be? 

There are some immediate problems with this approach. First, whose 
interests are being considered in this best of all worlds? Should the only 
outcomes that count be those that affect me (or my team), or should ac- 
tions be judged based on the outcomes produced for all? Second, how 
do we determine which is the best outcome or goal? What experiences 
or states are judged to be the most desirable? To address theory of value 
one could start by listing all of the good things in life—the most desirable 


outcomes. Two important economic outcomes would be: 


1. Satisfying household preferences. Standard economics posits that 
human welfare consists in the preferences that can be satisfied when 
net economic value is maximized. Creating a larger economic surplus 
means some people are able to enjoy more of the things that give them 
satistaction—more food, better health care, nicer trips, and greater 
comforts. Hence, one desirable goal of social policy is to satisfy the 
most preferences possible given current resources (having properly ac- 
counted for all costs and benefits).? It is important to remember that 
economic value is instrumentally worthy because its benefit derives from 
other things that money allows one to buy. The economic approach 
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does not specify what particular things are intrinsically worthy for 
individuals or for society, nor does it say that people should spend 
money only on themselves; donating to charity also reflects a satished 
preference. The preference satisfaction viewpoint is examined more 
fully in Chapters 4 through 6. 

2. Economic justice. Expanding the size of the economic surplus (as in 
item r) does not necessarily mean that everyone is better off: Some 
may be worse off while others are made disproportionately better off. 
An additional goal of social policy is to ensure a just distribution and/ 
or process for creating income and wealth in society. Two competing 
concepts of justice are: 

e Procedural justice: The rules of the game are fair; and 
¢ Distributive justice: The outcomes of the game are fair. 

Satisfying preferences and achieving fairness are two outcomes that 
many people would rank highly. But trying to achieve both of these 
objectives may create conflicts and lead to trade-offs between efficiency 
and equity goals. Economic justice is explored more fully in Chap- 
ters 10 and I1. 

In addition to these economic outcomes, citizens also value politi- 
cal and other consequences. People are sometimes willing to die for 
these considerations—as evidenced by the American Revolution and 
the American Civil War—hence we ought to take them seriously. The 
following sample list of other values is not exhaustive of all possible 
desirable outcomes. 

3. National defense and public safety. Wars and violent conflicts are a 
constant feature of world history. A critical role of government is to 
provide public safery by protecting citizens from aggression. Achiev- 
ing this goal may conflict with other goals because investing in the 
military may detract from investments that could generate greater eco- 
nomic growth. National defense may also require that some members 
in society incur physical pain or death while serving in combat. 

4. Freedom. The self-determination to choose one’s religion, one’s place 
of residence, one’s occupation, one’s friendships, one’s political party, 


and other dimensions of autonomy are important to many citizens. 
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Freedom is a desirable goal that might be traded off against other de- 
sirable goals. Would you be willing to give up some freedoms in ex- 
change for greater national security? Faster economic growth? One 
reason China’s economic growth rate is higher than other countries 
may be because its one-party rule eliminates dissent and allows for 
fast-tracking of infrastructure investments like dams, high-speed rail 
projects, airports, and so on.* Staunch advocates for freedom do not 
accept the view that freedom can be traded for other outcomes; they 
instead derive arguments for freedom based on a duty or natural 
rights perspective (Chapter 3). The right to freedom as stated in the 
U.S. Declaration of Independence is “unalienable.” 

5. Greatest net pleasure (or happiness). Humans have a biological in- 
stinct for withdrawing a hand from a flame and for seeking physical 
and psychological gratifications that promise to make their lives bet- 
ter. Anumber of moral theories are based on the premise of “pursuit 
of pleasure”—or avoidance of pain. The familiar economic view in 
item r is derived from this principle and suggests that pleasure and 
pain can be measured by dollar votes cast in the market. By contrast, 
classical utilitarianism considers a direct measure of pleasure and pain 
and a wider universe of agents whose interests should be counted. This 
is discussed more fully in the next section. 

6. Intrinsic values. Concepts such as parenthood, sanctity of life, love, 
truth, and citizenship are matters that to some people are valuable in 
and of themselves. Such intrinsic values cannot be bought in a mar- 
ketplace but may be corrupted in a marketplace (for example, selling 
votes degrades citizenship; selling babies degrades motherhood; and 
selling term papers degrades truth seeking). Promoting intrinsic val- 
ues in society thus may conflict with promoting market efficiency, a 
topic we'll return to in Chapter 7 when we explore the moral limits 
to markets. 

7. Tradition. Keeping things as they are is an outcome that some people 
desire. Change is upsetting, and the status quo is often valued for its 
own sake.’ One’s culture is often viewed as an intrinsic value like 


motherhood, and markets can potentially destroy these. Hence, some 


25 


OUTCOMES 


people oppose globalization because it creates opportunities and in- 
centives for people to abandon their cultural roots. Friedrich Hayek 
notes that “it is not certain whether most people want all or even most 
of the results of progress. For most of them it is an involuntary affair 
which, while bringing them much they strive for, also forces on them 


many changes they do not want at all.” 


By altering the values, opportunities, and incentives of citizens, eco- 
nomic growth can dramatically change culture. Not all such change is 
viewed negatively: Some economists argue that access to markets can 
potentially improve the moral climate by breaking down traditions that 
are unfair or immoral.’ 


Making Decisions Based on Outcomes 
In the preceding pages, we listed seven outcomes that matter to people 
when making decisions (and there are more you can think of). If you are 
an ethical consequentialist, you would need to decide whose outcomes 
matter, which particular outcomes matter most, and bow to combine and 
weigh these outcomes across individuals and values. 

Let’s consider a practical application: Suppose a multinational cor- 
poration decides to close its U.S. factory and produce identical products 
in an overseas factory. This action is expected to increase value to share- 
holders. The action would produce other positive and negative conse- 
quences. In assessing this situation we must first address whose interests 
should be considered. Should we evaluate outcomes only as they affect 
American stockholders, workers, and consumers, or should we consider 
everyone’s outcomes, including those of overseas citizens? Laying off 
American workers would increase unemployment at least temporarily in 
the United States, but it would increase employment overseas. Second, 
we must consider value theory: What outcomes are most important? Is 
it profits, employment, or some other measure? Third, because this ac- 
tion produces multiple consequences across a number of values, we must 
determine a metric by which these outcomes can all be evaluated. What 


is “good,” and how do we assess it? 
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The Mayflower Compact and the Common Good 

An early consequentialist viewpoint was expressed in 1620 by the found- 
ers of the first English settlement in New England. The settlers had come 
on the ship Mayflower and were a broody mix of about half religious 
rebels (called Puritans) and half adventurers seeking fortune. They found 
themselves thrust ashore at what is now Plymouth, Massachusetts, in late 
fall. Food was scarce, and they had landed more than 200 miles from 
their intended destination on the Hudson River. The group was close to 
disintegrating. To maintain order and promote group survival, the adult 
male colonists bound themselves together, agreeing to obey a covenant 
of “just and equal Laws”—those laws thought most fit to produce “the 
general good” of the colony. 

What is “the general good,” and how shall it be determined? On this 
point, consequentialists disagree. The Mayflower men thought their in- 
terests predominated, and women and children were not invited to sign. 
Classic utilitarians would have explicitly included the interests of these 
excluded groups (see the discussion on the following pages), as would 
modern economists, if women and children had funds to participate in 
markets. Other ethicists would focus on the outcomes of the poor in this 
group, and still others might emphasize the outcomes of freedom, national 
security, public safety, the environment, and so on.* 

Regardless of the differences, consequentialist thinkers proceed by 
(a) choosing whose interests to count; (b) identifying desired outcomes 
or values; and (c) evaluating how an action or policy would impact the 
most important desired value(s) using some metric of comparison. To a 
consequentialist, the moral worth of downsizing a factory is uncertain 
until we have carried out these three steps of analysis. 


CLASSICAL UTILITARIANISM 
The most famous version of consequentialism is classical utilitarianism. 
Classical utilitarians believed that they could construct a scientific foun- 
dation for law and public policy based on assessing all different actions 
using a common value or metric: that of the net pleasure produced. Each 
act produces a certain amount of pleasure and a certain amount of pain 
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that varies in intensity and duration. The action that produces the great- 
est net pleasure is the moral one. 

Jeremy Bentham (1748-1832) was an eighteenth and nineteenth-century 
legal reformer who clashed with the prevailing orthodoxy of Sir William 
Blackstone. Blackstone advocated making legal judgments based on the 
rules of law that came from historical precedents (such as tradition, reli- 
gious injunctions, human rights, and so on). Bentham, however, reacting 
to the Declaration of Rights issued during the French Revolution, wrote 
“Natural rights is simple nonsense . . . nonsense upon stilts.”” 

By contrast, Bentham argues that the purpose of government is to 
promote the general welfare of society by punishing and rewarding dif- 
ferent acts. All laws should be evaluated for their usefulness based on the 
principle of “utility.” A law should be deemed good or bad according to 
whether or not it enhances the overall welfare of the population. Ben- 
tham measured welfare in terms of the ability to produce net pleasure. 
Bentham begins his Introduction to the Principles of Morals and Legis- 
lation (1789) with this insight: 


Nature has placed mankind under the guidance of two sovereign masters, pain 
and pleasure. It is for them alone to point out what we ought to do, as well as to 
determine what we shall do. On the one hand the standard of right and wrong, 
on the other the chain of causes and effects, are fastened to their throne. They 
govern us in all we do, in all we say, in all we think... . 

By utility is meant that property in any object, whereby it tends to produce 
benefit, advantage, pleasure, good, or happiness, (all this in the present case 
comes to the same thing) or (what comes again to the same thing) to prevent the 
happening of mischief, pain, evil, or unhappiness to the party whose interest is 
considered." 

Bentham argues that pleasures and pains can be quantified and directly 
compared between individuals. This is known as the “hedonistic calcu- 
lus.” According to Bentham, there are four direct characteristics of plea- 
sure and pain: 

* Intensity: how strong the pleasure or pain sensation 

* Duration: how long the sensation 
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* Certainty or uncertainty: how likely the sensation 


¢ Propinquity: how near at hand in time the sensation 
Additional considerations include the following: 


+ Fecundity: the probability of whether these pleasures or pains lead to 
others—in essence, a multiplier effect 

+ Purity: an uncontaminated pleasure is better than pleasure mixed with 
pain 


However, two problems remain: Whose pleasure and pain counts? 
And bow should these be compared? Bentham knew an obligation fac- 
tor was needed: 


* Extent: how many people or feeling animals are considered and how"! 


Bentham says a moral agent must consider the interests of all oth- 
ers, and a moral agent must weight these equally with her own, as thus: 
“Everybody to count for one, nobody for more than one.” This principle 
affirms a moral equality of self with all others—including the women 
and African slaves that British merchants made such profits from in the 
eighteenth century. Bentham laments that “the blackness of the skin is no 
reason why a human being should be abandoned without redress to the 
caprice of a tormentor.” Here’s how Bentham’s calculation might work: 
If slavery generated an intense pure pleasure of 300 “utils” for the plan- 
tation owner and a pure pain to one slave of 200 “utils” and a pure pain 
to another slave of 300 “utils,” the net result in society would be a nega- 
tive 200 units of utility. Slavery is thus immoral, once a full accounting 
is taken. Bentham lived at a time when most public policy decisions were 
made by a small group of elites, and the pleasures and pains of women, 
slaves, and landless peasants were generally excluded from analysis. In 
opposition, Bentham argues that the welfare of the masses should be re- 
flected in public policy decisions. This was a revolutionary concept, sup- 
porting emancipation and democratic rule. 

Bentham also wishes us to consider the pain inflicted on sentient ani- 


mals that have sense organs for feeling pain: 
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The day may come, when the rest of the animal creation may acquire those 
rights which never could have been withholden from them but by the hand of 
tyranny. ...a full-grown horse or dog is beyond comparison a more rational, as 
well as a more conversable animal, than an infant of a day, or a week, or even a 
month, old. ... The question is not, Can they reason? nor, Can they talk? but, 
Can they suffer?" 


Bentham argues that the “best” policy is one that produces the greatest 
overall utility, not one that produces the greatest individual or personal 
welfare. He goes on to observe that it is impossible to say what the “in- 
terest of the community” is without assessing individual utility: “It is in 
vain to talk of the interest of the community, without understanding what 
is the interest of the individual.” ™ 

John Stuart Mill (1806-1873) elaborates Bentham’s utilitarian ap- 
proach and for this and other reasons became the most influential Brit- 
ish philosopher of the mid-nineteenth century. Critics of Bentham argue 
that by focusing on bodily sensations of pleasure and pain, utilitarians 
essentially created a moral doctrine “worthy only of swine.” Mill re- 
plies, in defense, that the principle of utility can also account for pleasures 
grounded in “higher” faculties, which include mental, spiritual, aesthetic, 
and moral pleasures. It is not the utilitarians who have lowered humans 
to the level of pigs, Mill argues, it is the critics themselves who have too 
narrow view of pleasure and pain. Mill readily accedes that “some kinds 
of pleasure are more desirable and more valuable than others.” Hence, 
Mill proposes that we consider the moral quality of different types of 


pleasure and pain in addition to their quantities: 


Human beings have faculties more elevated than the animal appetites. . . . There 
is no known Epicurean theory of life which does not assign to the pleasures of 
the intellect, of the feelings and imagination, and of the moral sentiments, a 


much higher value as pleasures than to those of mere sensation." 

To capture this distinction, Mill proposes the “Greatest Happiness Prin- 
ciple”: Utility should be maximized by focusing on the general net happi- 
ness in society, calculated according to both quantities and qualities, and 


recognizing that humans have faculties “more elevated than the animal 


30 


OUTCOMES 


appetites.” In short, “It is better to be a human being dissatished than a 
pig satished.”"* 

As to how these qualities of pleasure are to be weighted, Mill relies 
on the preferences of a mature person of experience and good character 
who has self-consciously examined the issue. Mill can thus be considered 
a pluralist who does not think any one system, by itself, is sufficient to 
create a good society. Mill’s reformulation relies on virtuous people giv- 
ing the appropriate weights to higher- and lower-order pleasures to carry 
out the utilitarian calculus! In his autobiography Mill reflects that a true 
philosophical system is “something much more complex and many-sided 
than I had previously had any idea of.”'” 

Despite Mill’s reformulation (from pleasure-seeking to happiness- 
seeking), there is still no scientific way to measure utility—which is now 
an even more amorphous concept. The previous discussion has focused 
on act utilitarianism, that is, the study of consequences deriving from 
particular acts. This version of utilitarianism provides no absolute moral 
standards, aside from maximizing overall utility. The act utilitarian is 
situational—a different circumstance could give rise to a different moral 
choice from day to day. This is a desirable feature of a moral system if 
the world is rapidly changing and if you believe that morality has to do 
only with producing the best outcomes. 


Critiques of Classical Utilitarianism 
One immediate problem with utilitarianism concerns its strict version of 
obligation theory. Is it really ethical to insist that everyone's interests should 
be weighted equally with one’s own? The practice of putting ourselves “in 
someone else’s shoes” and experiencing that person’s pleasures and pains 
is an idea developed in Adam Smith’s The Theory of Moral Sentiments 
(1759), a work that precedes Bentham by a generation. But, in contrast 
with Bentham, Smith’s focus was on virtue ethics, and it would certainly 
not be virtuous to say one’s obligation to a stranger’s child is morally 
equivalent to the obligation to one’s own child. One’s intensity of feeling 
toward one’s own children is both desirable and virtuous, and it would 
be monstrous to argue that in making decisions one should be indifferent 


between the welfare of one’s own child and that of a stranger’s child." 
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Yet many thoughtful utilitarians do conclude that right ethical judg- 
ment requires that we weigh each other person’s interests equally with 
our own, with no favoritism shown toward Americans or persons of one’s 
own class, creed, race, or gender. One of the foremost modern utilitar- 
ians is Peter Singer, who accordingly argues that we have a global obliga- 
tion not simply a national or local one." When Bill and Melinda Gates 
established their humanitarian foundation (along with Warren Buffett), 
they found that spending a dollar on health care in developing countries 
could improve many more lives than spending that same dollar domes- 
tically. Accordingly, they devote a significant share of resources toward 
alleviating suffering in the poorest countries of the world where those 
funds can have the greatest positive impact.™® By contrast, many people 
argue for partiality—that is, ascribing greater interest and deference to 
the needs of people in one’s clan, ethnic group, or country over those of 
other clans, ethnic groups, or countries. In this viewpoint, rules of justice 
apply to Americans but may not apply to others. 

A second critique of utilitarianism is that pleasure and pain cannot be 
measured directly, at least not in the nineteenth century—which is why 
economists in that era eventually veered off into counting dollars and 
cents. Today, economists and psychologists use fMRI brain mapping and 
hormone studies to get at the underlying physiology of pleasure and pain, 
so one could argue (controversially) that a scientific measure of pleasure 
and pain may be possible in the future.*! 

Even if pain and pleasure could be reasonably measured, a third cri- 
tique asks: Why are pleasure and pain the only measure of one’s interests? 
Philosopher Robert Nozick posed this thought experiment: If you could 
hook yourself up to an “Experience Machine” that would impart wonder- 
ful pleasure and inflict no pain, would you do it instead of going through 
real life? Most people would refuse the hookup, Nozick argues, because 
humans desire to do and be rather than simply experience: “Plugging into 


the machine is a kind of suicide.”*- To most people their identities, values, 
and goals matter, in addition to pleasures and pains. 


As noted earlier, John Stuart Mill also worried that utilitarianism 





could not stand alone as a pleasure machine. In his Autobiography Mill 
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recalls finding himself startled by the following question and his own 


Spontaneous answer: 


Suppose that all your objects in life were realized; that all the changes in insti- 
tutions and policies which you are looking forward to could be effected at this 
very instant: would this be a great joy and happiness to you? And an irrepress- 


ible self-consciousness answered “No! ”*" 


Concern for meaning that transcends outcomes is reflected in Mill’s ca- 
thartic insight. Later, Mill championed the need for character or virtue 
education as a prerequisite for good policy making. In addition, he ar- 
gued that the benefits of markets should not be judged on the basis of the 
greater common good produced but on the basis of individual good. In 
other words, Mill stood for the ideals of liberalism. 

A fourth critique of utilitarianism is that in establishing overall net 
pleasure as the single goal to be maximized, utilitarians may uninten- 
tionally perpetrate horrendous injustices. We showed earlier that when 
elites willfully ignored the interests of the masses, as in slave economies, 
utilitarianism argued that the interests of the masses should be counted. 
But what if the masses abuse a minority group? Under utilitarianism, a 
gain to the majority of 200 utils could justify exploiting a minority up 
to that amount. Persons have no inalienable rights, and “justice” means 
doing whatever enhances overall utility. More sophisticated versions of 
utilitarianism can address these concerns but only by moving away from 
Bentham’s strict maximizing to account for other consequences like justice 
(see rule utilitarianism and rule consequentialism in the following pages). 

Finally, a fifth criticism of act utilitarianism is that it is sitwational— 
the right act varies as circumstances change. If being honest produces 
the greatest net pleasure in Situation A, then one should be honest—but 
if not, then lie! “Rule” utilitarians counter this criticism by noting that 
society can derive general rules of conduct that produce the greatest net 
happiness, and these rules (“Do not lie”) would remain fairly stable. 


Rule Utilitarianism and Rule Consequentialism 
As noted, rule utilitarians focus on general principles or rules that pro- 


duce the greatest net utility. As with act utilitarians, one’s obligation is 
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to weight each person’s interests equally. And likewise the value to be 
maximized is overall utility. But rule utilitarians would argue that the 
analysis should not be done case by case. Instead, rule utilitarians are the 
“wholesale” merchants of moral analysis. One can conceive of them as 
legislators, enacting general rules that are expected to produce the great- 
est overall utility.“ 

The rule utilitarian approach conforms reasonably well to the moral 
intuition that commandments like “Do not lie” and “Do not kill” generally 
produce the best outcomes for society. In this formulation, rule utilitarian- 
ism can produce a reasonably absolute moral standard (maximize overall 
utility) and a reasonably stable set of moral rules.** Hence, rule utilitar- 
ians can justify the existence and enforcement of human “rights”—and 
give the appearance of something like a Kantian respect for each person 
individually—as long as such an institution of rights produced the great- 
est happiness in society. This approach is adaptable, however, because a 
radical change in circumstances could provide reasons for a radical re- 
structuring of rules. 

It is possible, of course, to be consequentialist but not adopt the 
same obligation or value theory as utilitarians. Rule consequentialists 
accept the notion that a set of rules can produce the best consequences, 
but these consequences could include (for example) some measure of 
fairness in addition to utility. Suppose, for example, that Tax Policy A 
would increase overall utility by making the majority of middle-class 
families substantially better off and a minority of poor families worse 
off. Suppose that an alternative Tax Policy B is “second best”: It would 
lower the overall utility of the middle class only slightly but eliminate 
the pain to the poor. A strict rule utilitarian would favor the first tax 
plan because it maximizes utility; a rule consequentialist might prefer 
Tax Plan B because it considers the distribution of utility in society in 
addition to its total amount. 

Rule consequentialism is thus a more flexible theory and more intui- 
tively appealing to some because it allows one to consider the issue of 
justice or other outcomes. It is a “messier” approach because there are 


multiple measures of outcomes. In science, Occam’s razor asks us to al- 
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ways simplify our models but also be careful not to oversimplify. One 
supporter of rule consequentialism notes, “[It] seems to be the case [that] 
the more plausible theory is the messier one.”~° 


Summing Up 

Earlier we posed this question: Is it ethical for a multinational corpora- 
tion to close a U.S. factory and send those jobs overseas? This chapter 
explores one way of trying to answer that, by analyzing the consequences 
that result from this action, Standard economics is part of consequential- 
ism because efficiency (maximizing net economic value) is said to be the 
preferred outcome. This is synonymous with the greatest potential satis- 
faction of consumer and producer preferences, measured by dollar votes 
cast in a market given the current distribution of income and wealth.’ 
Economists going back to David Ricardo in the early nineteenth century 
have advocated for freer trade based on the notion that efficiency would 
be enhanced.** That is, globalization produces greater economic gains 
than losses, accruing to those able to participate in the market. 

By contrast, classical utilitarians would have a different concept of 
obligation and of value. It is not sufficient to count the expenditures 
people are presently willing to make in a market, because not everyone 
with moral standing has the funds to spend. Instead, utilitarians would 
say we are obligated to consider how certain acts would affect a wider 
universe of interests (for example, including people and animals not cur- 
rently participating in the market). In addition, utilitarians have a differ- 
ent standard of value (utility or happiness), which cannot be accurately 
measured in the marketplace. 

Other consequentialists focus on other outcomes. Some decry the fac- 
tory move because of its impact on lower-income workers in America. 
Some worry that foreign factories are located in countries without ad- 
equate pollution controls. Some consider the national security concerns 
when particular factories are outsourced (for example, factories using 
advanced technologies that might be used by our enemies). Considering 
a wider array of outcomes beyond efficiency is needed to assess the con- 


sequences of the outsourcing of jobs. 
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LOOKING AHEAD 

Although consequentialists of different stripes may disagree about the 
particulars of whose interests matter and how value should be measured, 
all consequentialists adhere to the principle of judging right from wrong 
based on the expected outcomes. Hence, consequentialists are generally 
considered to be moral relativists: If the situation changes, the morally 
right thing to do can change. Rule utilitarians offer a defense against 
this criticism. 

The next chapter examines duty theories that reject moral relativism 
and argue for absolutism based on rules and duties that are unchang- 
ing over time. Unlike utilitarianism, Kantian duty ethics will argue that 
there are a multitude of intrinsic goods and that what is “right” cannot 
be discerned from maximizing a single fundamental value like pleasure, 
happiness, or dollars. Virtue ethics, also covered in the next chapter, 
posits that developing the character of self-control is needed to carry out 


moral duties. 
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Duties, Rules, and Virtues 


The last chapter addressed how an understanding of outcomes can help 

people make decisions about moral action. In this chapter we show that 

other ethical frameworks are at times complementary to this approach. 
Using more than one ethical framework (pluralism) is sometimes 


necessary to create a good and just society. 


NONCONSEQUENTIALIST THINKING 
For when the One Great Scorer comes, To mark against your name, 
He writes—not that you won or lost—But how you played the game. 


— Grantland Rice! 


Is winning the only thing that matters? A number of ethical systems 
scorn the notion that “being victorious” (achieving a particular outcome) 
should be the standard for right conduct. Rather, behaving morally is said 
to rely on rules or duties or on one’s character. Playing “well” refers to 
the process by which one engages others in a sport. Although winning is 
desirable, parents struggle to teach their children the importance of try- 
ing hard and playing fair. 

The 2014 World Cup Soccer Championship in Brazil demonstrates 
how both consequentialist and nonconsequentialist approaches can be 
operative simultaneously. Every team wants to win, and cost-benefit 
calculations determine how the coach picks the players and develops a 
strategy within the predetermined match rules. At the same time, there 
are unwritten duties that most players accept as sacrosanct. When a 
player from Team A is down with a serious injury, Team B will deliber- 
ately kick the ball out of bounds to stop play. When play resumes, Team 
A will voluntarily throw the ball back to Team B. Moral duties (respect 
for others) require certain actions, in this case suspending play until an 
injured player receives treatment. 

Unwritten moral duties are observed in other sports. During the Tour 
de France in 2010, a number of riders crashed in icy conditions. Racers 


from other teams slowed down to let their fallen competitors catch up. 
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It is likely that many traditions, rules, or duties for social interaction 
trace back historically to the desirable outcome that results when everyone 
adopts them. Soccer teams that follow the unwritten injured-player rule 
may lose an advantage in one game but benefit from it later. Overall, all 
clubs beneht when injured players get treatment. Hence, rule utilitarians 
argue that adopting general rules is perfectly compatible with consequen- 
tialism, even if we ignore the outcomes in particular instances. 

This chapter explores a different reason for why people might adopt 
duties and rules or virtue ethics. People may come to internalize the belief 
that a duty is the right thing to do intrinsically—that is, in and of itself 
and not for reasons related to outcomes. How do people come to acquire 


intrinsic beliefs? The answer is found in both duty and virtue ethics. 


RULE- OR DUTY-BASED ETHICAL SYSTEMS 


Deontology is the study of one’s duty, or the constraints to action aris- 
ing from principled reasoning. Differing versions of deontology exist 
and sometimes agree or disagree, particularly with regard to public 
policy; however, they all advance the notion that some actions can be 
determined to be right or moral because the act has the proper charac- 
teristics and not because the act produces the best foreseeable outcomes. 
Basic moral duties confer rights that are “absolute” or “unalienable” 
(asin the U.S, Declaration of Independence). These should be respected 
regardless of other considerations (it is never moral to kill an innocent 
person for sport, even if this outcome would produce the greatest hap- 
piness for the rest of society). In actuality, many deontologists allow 
for exceptions to the rules, and hence not all deontological theories are 
absolute.* In this section we focus on religious rules and duties arising 
from Kantian logic. 


Religious Rules (Divine Command Theory) 
The most familiar moral rules come from religious texts that are said to 
represent God’s commandments. According to Jewish, Christian, and Is- 
lamic traditions, commandments from God were given to Moses on two 


stone tablets. Six of these laws regulate social relationships: 
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* Honor your mother and father. 

. Do not murder. 

* Do not commit adultery. 

* Do not steal. 

* Do not lie. 

* Do not yearn for your neighbor’s house, spouse, or anything else that 


isn’t yours. 


Each God-based rule is succinct. Unlike utilitarianism, these rules are 
not explicitly derived from an analysis of expected outcomes, nor do they 
require any calculation. In its simple form, the commandment “Do not 
lie” is not amenable to equivocation.* The metaphor “carved in stone” 
suggests the finality and absolute nature of these divine laws. 

The Catholic pope opposes abortion, for example, because he consid- 
ers it a violation of God’s commandment not to kill. Although benefits 
might flow to the mother and others from abortion, these outcomes have 
no bearing on the moral question. There is first an overriding duty to 
conform one’s actions to divine law, and it is morally wrong to consider 
trading off one goal to achieve another as consequentialists do. The pope 
and other duty-based thinkers reject cost-benefit calculations used by 
economists and utilitarians as being a fundamentally flawed approach 
to moral analysis. 

One obvious question is whether religious rules, such as the Ten 
Commandments, derive from an analysis of long-run consequences, 
making them a version of rule utilitarianism. If adultery ultimately 
produces unhappiness for individuals and society, a caring God might 
invoke a rule against adultery for the utilitarian purpose of preventing 
pain and suffering. Passages in the Hebrew scriptures (Christian Old 
Testament) explicitly state that following God’s rules will produce de- 
sirable outcomes: 


If you obey the commandments of the Lord your God that I am commanding 
you today, by loving the Lord your God... . observing his commandments, de- 
crees, and ordinances, then you shall live and become numerous, and the Lord 


your God will bless you in the land that you are entering to possess.‘ 
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From a biological view, humans might construct religious rules as if there 
were a God because this consciously or unconsciously solves certain com- 
mitment problems in society. Religious rules may help solve evolution- 
ary problems of survival and procreation in groups (see Chapter 8). Even 
if this is true, consequentialist thinking may not be the motive for why 
someone today follows a duty to religious law. 

Although divine command theory offers clear answers on some is- 
sues, most Jews, Christians, and Muslims do not blindly adopt public 
policies simply because they are recorded in the Talmud, the Bible, or 
the Koran. Reflection and discussion, often lasting centuries, may be re- 
quired to discern the perceived will of God. Serious scholars, including 
some economists, concern themselves with these issues.* Other ethical 
frameworks can and do enter the discussion of public policies from a 
faith-based perspective. For example, the Golden Rule, “Do unto others 
as you would have them do unto you” can be modified and adopted by 
those endorsing rule utilitarianism, virtue ethics, or Kantian ethics. We 


turn now to an exploration of Kantian duties. 


Kantian Duties 

Immanuel Kant (1724-1804) is one of the key philosophers of the Enlight- 
enment period. Born in German-speaking Prussia, Kant revolutionized 
moral thinking by addressing the individual as an autonomous, rational 
person. The Scientific Revolution of the sixteenth and seventeenth centu- 
ries had demonstrated that humans could understand, and to some extent 
control, nature. Enlightenment writers of the eighteenth century sought to 
apply a similar logic to human society and its institutions. Under attack 
was the idea that people should simply accept the doctrines of religious 
or political authorities in conducting one’s affairs. Kant argued instead 
that human reason provides us with the means for discerning moral law. 
This has become a leading philosophical approach today. 

Kant was assuredly not a consequentialist. That is, he did not believe 
that happiness (or some other outcome) could be predicted accurately 
enough to be of service in deciding action.* Even if outcomes could be 
predicted, there is something unseemly about choosing pleasure or hap- 


piness as a moral objective. For example, what if a liar gets pleasure 
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from telling tall tales to listeners who enjoy being misled? A simplistic 
utilitarian logic might say that such lying is moral because it produces 
greater net happiness.’ Kant says lying is unconditionally bad regardless 
of the happiness or any other outcome produced. Here is Kant’s analysis: 
“When I am in distress, may | make a promise with the intention of not 
keeping it?”* There are short-run advantages to lying, he notes, but the 
long-run considerations of loss of reputation would likely outweigh these. 
Hence, it is often better to tell the truth from prudential considerations of 
consequences. But this is vot the key part of Kant’s story because “to be 
truthful from duty, however, is something entirely different from being 


truthful from fear of disadvantageous consequences.”” 


Kant’s First Version of the Categorical Imperative 
Kant’s ethical system uses a decision procedure for ensuring that the 
principles we act on are moral. The process for discovering our duties is 
a method of evaluation called the categorical imperative: 


Act only according to that maxim whereby you can at the same time will that it 


should become a universal law.” 


Kant asks us to imagine a world in which everyone makes promises he or 
she does not intend to keep. Can such a world be rationally construed? 
If everyone lies, no one would believe anyone else. Universal lying is self- 
defeating and illogical, and we could not will such a world to exist. 
Kant would argue that we are all subject to the same moral laws (no 
exceptions), and the fact that we cannot universalize lying means that our 
duty is to tell the truth. The categorical imperative is not, “Do unto others 
as they do unto you.” Such a formulation yields only tit-for-tat ethics: “If 
you're honest with me, I'll be honest with you, and if you cheat on me, 
I'll cheat on you.” Kant’s formulation is broader: “Do unto others as you 
would have everyone do unto all others.” In this case the moral agent acts 
from rational principle, rather than simply mimicking how others react. 
A consequentialist might make a counterargument: When Kant argues 
that we cannot imagine a world in which everyone is a liar, isn’t he intro- 
ducing outcomes through the back door? Kant insists there is a difference. 


He is arguing that our commitment is to the process and applying it to 
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a particular case does indeed require knowledge of the circumstances. 
Means and ends that are not compatible with the universalizing moral 
principle must be “abandoned or revised.” " Kant notes that the only good 
thing in itself is a “goodwill” that “shines like a jewel for its own sake.” 
A goodwill connotes having the intention to act in accordance with this 
moral principle, doing those things that your rational mind deduces can 
be universalized and for no other motive. 

Does having a goodwill imply that we should help others? To answer, 
remember Kant’s method of universalizing: Can you imagine a world in 
which no one ever helped another? This would be a logical contradiction. 
No one could be born or live through infancy without the aid of a par- 
ent. So it is impossible to conceive of, or to will, such a world. One’s pure 
practical reason would dictate a duty to help occasionally. This does not 
mean one always has to help. Imagine that three people line up to assist 
a person in distress. Which is morally virtuous—is it the Boy Scout who 
wants to earn a merit badge? Is it the nun who took a vow to God and 
gets great joy from helping others? Or is it the harried businessman who 
is running late for a meeting but recognizes his duty to help others on 
occasion? Although all three helpers might do the same good deed, Kant 
would say that we are only sure that the last person has the right motive 
for helping: He acts from duty even though it goes against his interests 
and inclinations. 

By contrast, acting for the sake of duty to family or to God implies 
that a person lacks independence or freedom. Kant’s duties are distinct 
from “everyday” duties in ordinary life. When a child does her chores 
only out of a sense of obligation to her parents, she is acting for the sake 
of her duty; this behavior may conform to acceptable behavior but carries 
no moral worth because it was not done with the intention of obeying 


the categorical imperative. 


Kant’s Second Version of the Categorical Imperative 
Utilitarians are concerned only with aggregate well-being, and in its cruder 
versions people are valued only as contributors to the collective good. In 
contrast, a key feature of Kant’s argument is the autonomous nature of 


the ethical agent who has an independent, distinct value that cannot be 


42 


DUTIES, RULES, AND VIRTUES 


summed, A corresponding approach to Kantian ethics asks that we treat 


others as worthwhile persons for their own sakes. Hence: 


Act in such a way that you treat humanity, whether in your own person or in 
the person of any other, always at the same time as an end and never merely as 


a means.' 


According to Kantian scholars, both versions of the categorical imperative 
derive the same laws and duties. Strict duties generally prohibit certain 
actions: “You should not lie.” Wide duties generally involve injunctions 
to take certain actions: “You should help others on occasion.” In sum- 


mary, Kantian ethics asks of us: 


t. Do not make an exception of yourself; you must be able to universal- 
ize your actions. 
2. Do not treat others as a means only; treat them as valuable intrinsic 


ends. 


Criticisms 

What happens when duties conflict? Suppose a murderer arrives at your 
door and wants to kill your father. Should you tell the truth that your 
father is in the basement? One has a duty always to tell the truth in Kan- 
tian ethics. At the same time, one has a duty to prevent harm to innocent 
persons if one can. Kant’s universalizing maxim may be hard to formu- 
late, and slight variations can produce widely differing conclusions. By 
contrast, the maxim to treat others as ends in themselves is intuitively 
appealing and can be said to derive from moral feelings in virtue ethics 
rather than from pure reason. 

In theory, Kantian ethics is absolutist. Once a moral rule is discerned 
through reason it is unchangeable. Given this, Kantian duties can give 
rise to irrevocable rights. If Joe has an absolute duty to act a certain way 
toward Helen, one could also say that Helen has certain unalienable 
“rights” in relation to Joe. Rights are the flip side of duties. For instance, 
the commandment “do not kill” can be correlated with the “right to life.” 
Similarly, Kant’s second categorical imperative can be restated as the 
“right to be treated with respect.” In the last chapter we discussed one 
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critic of natural rights theory, Jeremy Bentham, who called the concept 
of rights “rhetorical nonsense—nonsense upon stilts.” We turn now to 


a discussion of the origin of rights in a political context. 


Natural Law and Natural Rights 

Natural law is a doctrine promoted by Greek philosophers and further de- 
veloped by Catholic theologians, based on the belief that moral laws derive 
from God’s laws of creation. Its theological premise is that all things on 
Earth have a purpose, and the purpose of all things is to serve humanity. 
The logic of natural law might proceed like this: Sex serves humankind 
by reproducing the species. Therefore, sex between a wife and husband 
for purposes of procreation is moral. Sex for recreation (using condoms 
or birth control) is therefore immoral. 

A problem with this approach is that it assumes that theologians know 
why something serves humankind. One could argue that sex serves hu- 
mankind by strengthening the emotional bonds between a husband and 
wife; if so, then recreational sex would be acceptable. A Kantian, as al- 
ready noted, might proceed as follows: The statement “I sometimes have 
sex for recreation with my wife” can easily be made universal as, “Ev- 
eryone sometimes has sex for recreation with a spouse.” The universal 
statement is logically consistent because the word “sometimes” leaves 
open the possibility of sex for procreation and reproduction. 

Natural rights theory derives from natural law. John Locke 
(1632-1704) strongly opposed an unchecked monarchy, which histori- 
cally had claimed absolute power as divine right. In his Two Treatises 
of Government (1689), Locke argues that humans, as creatures of God, 
derive certain individual and inherent rights based solely on the fact that 
they exist, independent of governmental laws or regulations. God intends 
and desires human survival, and natural law requires that he provide the 
means for achieving this, by mandating the right to life, liberty, health, 
and property. 

Locke’s writing had an enormous influence on Enlightenment think- 
ers. Adam Smith, for example, wrote in The Wealth of Nations (1776), 
“The property which every man has in his own labour, as it is the original 


foundation of all other property, so it is the most sacred and inviolable.” 
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Using Locke’s approach, Smith also deduced that laws of monopoly were 
unjust: “To prohibit a great people, however, from making all that they 
can of every part of their own produce, or from employing their stock and 
industry in the way that they judge most advantageous to themselves, is 
a manifest violation of the most sacred rights of mankind.” 

Thomas Jefferson, in the U.S. Declaration of Independence, restates 
Locke to argue that the “laws of nature” and the “laws of God” entitle 


people to govern themselves: 


We hold these truths to be self-evident, that all men are created equal, that they 
are endowed by their Creator with certain unalienable Rights, that among these 
are Life, Liberty and the pursuit of Happiness.—That to secure these rights, 
Governments are instituted among Men, deriving their just powers from the 


consent of the governed. 


Natural rights are not bestowed by a benevolent government—they are 
bestowed by God and cannot be revoked by others. Rights are “trumps,” 
not to be abridged to achieve other values or objectives.'* Nevertheless, 
people can come together and voluntarily cede some of their rights to 
government for purposes of achieving common goals. A constitution is 
an example of a social compact that is said to derive from natural rights. 

The contemporary notion of human rights builds on the natural rights 
doctrine. It serves as the foundation for the Geneva Convention for the 
Treatment of Prisoners (for example, acceptance of the notion that prison- 
ers have certain unalienable rights). Basic human rights in the workplace 
might include safety (the right to life), the freedom to withhold work (the 
right to strike), the freedom of association, and so on. One distinction is 
vital to this discussion. “Negative” rights are those originally intended 
in the U.S. Constitution, namely one’s birthright as a human being is to 
not have government harm one’s self or one’s property without just cause. 
Adhering to this requires that government refrain from taking action. 
Robert Nozick, in Anarchy, State, and Utopia (1974), provides a strong 
defense of this limited rights view. By contrast, the contemporary notion 
of “positive” rights connotes the actions that government is obliged to 
take. The “right to health care” implies that the state has a duty to pro- 


vide treatment for citizens; health care becomes an entitlement. 
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Criticisms 

In modern times rights deriving from one’s nature are giving way to rights 
based on one’s status. Hence there has been an expansion of the concept 
to include the “rights of the homeless,” the “rights of the unemployed,” 
the “rights of people with disabilities,” the “rights of veterans,” and so 
on. Whereas natural rights were initially conceived of as limiting the in- 
trusion of government into personal affairs, modern rights have become 
the obligations of government in personal affairs. Utilitarians argue, in 
opposition, that if a public policy is proposed (say, building access ramps 
for those with disabilities), that these should be debated on the merits of 
costs and benefits, and not by inventing new rights that, by definition, 
are nonnegotiable, unlimited in nature, and immune to consequential 
analysis. Despite these criticisms, many people instinctively accept the 
notion of natural rights. Even if one did not agree that “natural rights” 
literally were derived from God, one could agree that the discovery or 
invention of natural rights theory is a useful fiction, similar to the inven- 
tion of modern money. The only thing backing money is its widespread 
use and acceptance—and this is perhaps equally true with the natural 
rights doctrine.” 

America’s founding politicians generally supported a limited rights 
view. One of the Revolutionary War heroes became the new nation’s be- 
loved and revered first president. Although George Washington is no saint, 
what sets Washington apart to admirers is his exemplary character—his 
honesty, his bravery, and his dedication to duty in the face of adversity. 
We conclude this chapter by turning now to an analysis of character and 
virtue, a subject that has intrigued philosophers over the millennia and 
is experiencing a resurgence of interest today. 


CHARACTER OR VIRTUE-BASED ETHICS 
Virtue ethics is both the oldest—and the newest—ethical philosophy. It 
is the oldest because it can be traced back at least 2,500 years to Aris- 
totle in the West, Confucius in the East, the Buddha in India, and other 
sages in numerous countries. Excellence of character demonstrates how 
a virtuous person would strive to live despite many persistent obstacles 
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and temptations. Although different cultures have diverse specific no- 
tions of virtue, all cultures embody general notions of what it means to 
be virtuous. Virtue ethics is also the newest philosophy because it has 
been “rediscovered” in academic circles in the last few decades (see the 
subsection on “Modern Revival”). 

Both utilitarian and Kantian ethics start from the requirement that 
a moral agent has the goodwill to choose, and the self-control to carry 
out, actions that conform to their respective ethical moral frameworks. 
By contrast, virtue ethics starts from the presumption that humans need 
to be taught, encouraged, inspired, and even cajoled to do the right thing. 
Humans are not “unencumbered” or “autonomous”; rather they are 
shaped by families and other social institutions to value certain things. 
We do not choose the family, culture, or language we are born into, and 
few people abandon these as they mature. These institutions provide a 
social and moral context for duties. Our preferences for being a moral 
agent, like a preference for the English or Chinese language, is to a large 
extent learned behavior. 

The Chinese philosopher Confucius (§ 51-478 BCE) extolled the virtues 
of ren (benevolence) and yi (righteousness). Personal moral development 
was the foundation for a good society. Hence: 


[Those] who desire to have a clear moral harmony in the world would first 
order their national life; those who desire to order their national life would 
first regulate their home life; those who desire to regulate their home life would 
first cultivate their personal lives; those who desire to cultivate their personal 
lives would first set their hearts right; those who desire to set their hearts right, 
would first make their wills sincere; those who desire to make their wills sincere 
would first arrive at understanding. ... From the Emperor down to the common 


man, the cultivation of a personal life is the foundation for all." 


In this account, the quality of a country’s laws and its constitution do not 
matter if the individuals within that society lack the moral fiber to uphold 
them. Character must be widely cultivated and sincerely imbued. Good 
habits instilled in young people are the means by which good character 


is formed. Role models are important for revealing life stories that excite 
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the moral imagination and shape the preferences of the community to- 
ward the common good. 

A further distinction is that some virtue ethicists, like Adam Smith, 
do not rely on supreme rationality (as in Kant) or on the acquisition of 
knowledge alone (as in utilitarianism). Imperfect humans with limited 
rationality must do the best they can, a point also made in more nuanced 
treatments of Kantian and utilitarian ethics. Adam Smith’s view, discussed 
more fully in Chapter 8, is that social rules of behavior arise initially not 
from rational calculation but from shared moral feelings. Literature and 
the arts arouse the moral sentiments more forcefully than a philosopher's 
tome or the logic of the categorical imperative. 

Even John Stuart Mill noted that his wife and intellectual collabo- 
rator, Harriet Taylor Mill, operated “not that from a taught system of 
duties, but of a beart which thoroughly identified itself with the feelings 
of others.”’’ She is, presumably, the epitome of a virtuous person who 
would be capable of setting the appropriate weights to higher and lower 
moral pleasures in Mill’s reformulation of utilitarianism. Mill notes that 
his approach cannot work without virtuous persons: “Utilitarianism, 
therefore, could only attain its end by the general cultivation of noble- 
ness of character.”*° Moral sentiments alone cannot make a good soci- 
ety, however, and sound reason is needed to translate sentiments into the 
formulation of good rules. 


Aristotle’s Human Flourtshing 


Aristotle believed that great truths come to us by our experiences and 
that “it is impossible, or not easy, to alter by argument what has long 
been absorbed by habit.”*' Aristotle’s virtue ethics is based on a concept 
of human flourishing, or eudaimonia. This concept is more complex 
than happiness or pleasure, but it provides the sense of well-being asso- 
ciated with excellence in fulfillment. It corresponds with peace of mind. 
Aristotle would ask, “What kind of people should we want to be?” and 
“What sorts of lives should we try to pursue?”™ Habits that support the 
long-run goal of flourishing over one’s lifetime are called virtues; those 


that defeat this long-run goal are called vices. 
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The differences between Aristotle’s “flourishing” and what economists 
call “enlightened self-interest” are explored in Chapters 8 and 9. The key 
distinction is that to virtue ethicists, virtue is intrinsically good (good in 
itself) whereas enlightened self-interest is instrumentally good (good only 
for its consequences). For example, a businessperson could pretend to be 
virtuous to establish profitable partnerships. The calculated approach is 
contrived, and it produces behavior of a “much inferior order,” accord- 
ing to Adam Smith.” 

Four “cardinal” virtues are considered essential for the proper unfold- 
ing of all the other virtues. These are the call to: 


* Be temperate (use moderation and self-control over one’s impulses for 
self); 

* Be courageous (display fortitude even in a fearful situation); 

. Be prudent (use common sense; develop wisdom); and 


* Be just (show appropriate regard for others).** 


In the Middle Ages, Thomas Aquinas (1225-1274) synthesized Aristote- 

lian philosophy with Christian doctrines, revealing the harmony between 

reason and faith. He added three theological virtues that are considered 

transcendent—spiritual qualities associated with salvation:** 

* Be faithful (know thyself: identity comes from knowing, “Who am 
12”); 

* Be hopeful (see the present moment as full of opportunity and pur- 
pose); and 

* Be charitable (show agape love—a disposition of good-will to self and 
others). 


A virtuous person is someone who reflects the seven virtues out of an in- 
ternal acceptance of the intrinsic goodness of these things—and not for 
the benefits that might follow from adopting them, Love and respect for 
virtue itself is the standard. The person who manifests the virtues sin- 
cerely is someone of good character. 

A vice in Aristotle’s world can simply be a virtue taken to extreme. 
Hence, courage in a soldier means having the proper balance between 
the excesses of foolhardiness and cowardice; courage is the golden mean 
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between these two vices. Likewise, it is important to practice all the vir- 
tues together because one alone can become a vice. Virtuous thoughts 
of love and faith are hollow unless they are grounded in prudent action. 
As Adam Smith notes, “The most sublime speculation of the contem- 
plative philosopher can scarce compensate the neglect of the smallest 
active duty.”*° 

A metaphor can help discern this point. Imagine that a guitar needs 
tuning. Each string first needs to be aligned with a pure note, and all 
strings must be working together in tune to play a song with ideal per- 
fection, A virtue ethicist is not finished when one string is in tune (or one 
virtue aligned). Life is about making a chord, a combination of notes in 
harmony; the pursuit of virtue means striving to get oneself in tune to 
play the song of life. 

Thus, an important distinction between virtue ethics and outcome eth- 
ics is that the latter may strive to maximize only one thing that is thought 
to be preeminent—utilitarians seek to maximize net pleasure, neoclassi- 
cal economists seek to maximize net economic surplus, and libertarians 
seek to maximize freedom. By contrast, virtue ethicists say maximizing 
any one thing becomes a vice, because it puts the rest of life out of bal- 
ance. Virtue ethics means finding the right equilibrium between compet- 
ing interests and principles. The concept of virtue ethics in business has 
been growing because it captures the notion of competing frameworks 
of duties and outcomes. 

Character ethics addresses life as a process of becoming. It asks, 
“Where are you going with your life?” It deals with the need for human 
identity, which is formed by the pursuit of ideals. Economists have re- 
cently rediscovered the importance of this topic.” The classic notion of 
virtue ethics can also be found in many religious traditions. The Koran, 
for example, following the Judeo-Christian tradition, promotes the virtue 
of “mindfulness.” The traditional meaning of jibad before the twentieth 
century means a “struggle” or striving for self-improvement, a key Islamic 
duty.** Buddhists also see life as a struggle for liberation in which self- 
transformation is cultivated through a spiritual practice that overcomes 
dependency and suffering. Whereas the traditional economic view is that 


happiness is synonymous with maximizing preference satisfactions, the 
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Buddhist view is that happiness is maximized by minimizing wants—that 
is, through the purification of human character.” 

The underlying psychological theory of virtue ethics is that human 
beings are not always accurate at predicting future events (required by 
utilitarians). Nor are they particularly adept at reasoning (required by 
Kantianism). Hence, they should be concerned with having the right mo- 
tives for proper action and the self-discipline to carry them out with con- 
sistency. One-time acts of generosity or courage (however laudable) do 
not constitute virtue; character is not capricious but is reflected in one’s 
normal and customary acts. 


Modern Revival 

Adam Smith was the last of the European virtue ethics philosophers. By 
the late eighteenth century the Enlightenment revolution had ushered in 
two thinkers who quickly supplanted virtue ethics: Bentham and Kant. 
For much of the nineteenth and twentieth centuries, virtue ethics was 
considered a dead philosophy, and utilitarians and Kantians dominated 
ethical discourse. Beginning in the late 1950s, however, virtue ethics began 
to reemerge as the difficulties and the assumptions of utilitarianism and 
Kantian ethics became more apparent. In 1981 the philosopher Alasdair 
Maclntyre published After Virtue, a work that placed virtue ethics again 
within the realm of philosophical debate. 

Maclntyre’s critique of Enlightenment ethics is this: that Bentham 
and Kant lacked a fundamental understanding of the ultimate purpose 
or end of life (telos). The goal of a good life is not an outcome like hap- 
piness or a dictate like “be rational.” To Aristotle and to Adam Smith, 
the ultimate purpose or goal of life has a proper natural character, and 
humans need guidance and preparation for understanding and reaching 
this more complex end. All duties arise from a consideration of the proper 
or natural ends of humanity and hence from virtue ethics, which involves 
a balancing of desirable qualities. Maximizing the economic surplus, for 
example, may achieve a single goal but fail to consider the proper balance 
between prudence and justice.*” 

The study of virtue ethics is reappearing in leadership, business, and 


economic realms as social scientists grapple with complex social relations 
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that rely on ethical regularities or habits that no one fully understands 
and that appear to have far-reaching consequences. Virtue ethics is part 
of the puzzle of why and how people regularly and reliably cooperate. 
It is foolish to throw out pieces to this jigsaw puzzle before the picture 
is complete. 

The foremost proponent of virtue ethics from an economic perspec- 
tive is Deirdre McCloskey (b. 1942). In The Bourgeois Virtues: Ethics 
for an Age of Commerce and other works, McCloskey demonstrates the 
role that the rise of everyday (“bourgeois”) virtue played in the formation 
of early European markets and the continued operation of competitive 
markets today.*! McCloskey champions the idea that Adam Smith was a 
virtue ethicist, not a utilitarian ethicist.** McCloskey is also known for 
her analysis of the role of rhetoric in economics and the call for ethics in 
the practice of econometrics. 


Criticisms 

Critics of virtue ethics note that its proponents cannot agree on what 
character is, who has it, or even if it is a stable or robust feature of per- 
sonality. More important, can we predict behavior on the basis of it? One 
troubling aspect of virtue ethics is that its proponents have sometimes 
been on the wrong side of history: Thomas Carlyle, a great literary fig- 
ure of the nineteenth century, argued that slavery was a good thing for 
Africans, whom he thought lacked the virtues and hence the capacity for 
freedom (for example, slaves were “indolent” and lacked self-discipline). 
In Carlyle’s view, the institution of slavery is moral because it builds virtu- 
ous habits and character in those enslaved. John Stuart Mill led a group 
of evangelists and economists in denouncing Carlyle’s claims about the 
moral inferiority of Africans. Carlyle labeled economics the “dismal sci- 
ence” for its support of freedom for supposedly inferior peoples.” Critics 
are left to wonder if prejudices like Carlyle’s appear as moral principles 
within virtue ethics—and Mill himself admitted that there is no external 
measure by which to adjudicate differing claims about virtue. 

Two famous experiments in social psychology have also questioned 
the validity of virtue ethics. In the first, Stanley Milgram instructed sub- 


jects to give increasingly large doses of what were believed to be electri- 
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cal shocks to others. These were confederates of the experimenter and 
received no actual shocks, although they acted as if they had. Milgram 
showed that average persons, like Nazi soldiers of World War II, could 
be pressured by authority figures to do almost anything, even though the 
actions may be repugnant.” In the second experiment, by John Darley 
and Daniel Batson, divinity students were asked to give a sermon on the 
“Good Samaritan,” a Bible story about a virtuous person who stops to 
aid a traveler on the road. However, when rushed for time, few of these 
future ministers bothered to help someone in obvious need. ** 

The implication of both studies is that circumstances—not charac- 
ter—shape action. In other words, cost-benefit calculations or other 
idiosyncrasies drive actual human behavior even though we may dress 
up our deeds with flowery rhetoric about character. One researcher calls 
virtue ethics a “folk psychology”: We ascribe our action to virtue, much 
as prehistoric peoples ascribed thunder to angry gods. However, just be- 
cause something is widely believed does not mean it is true, or that there 
is such a thing as “character.”*’ 

Defenders of virtue ethics counter these criticisms by pointing out 
three features of the system that may be misunderstood.” First, Aristotle 
thought that the good life of virtue could be attained by only a few elites 
(whereas Adam Smith was more egalitarian in thinking that the poor 
had a larger incentive to be well behaved). Either way, few individuals 
are saints, and many are tempted to do things that they would not do if 
they had better self-discipline. Virtue ethics is a narrative about personal 
growth over one’s lifetime, with slips and sidesteps of regret along the 
way. Although virtue ethics can be a guidepost, it is not a straitjacket. 

Second, and related, is the notion that ethical character must be con- 
solidated and reinforced. Maintaining friendships with others who support 
your pursuit of virtue is one way of using social capital to sustain your 
own sometimes weak individual discipline.” Persons join together, as in 
Alcoholics Anonymous, to bolster each other’s courage and self-control. 
By contrast, hanging out with criminals may corrupt one’s character be- 
cause people’s tastes and preferences are malleable. 

Third, and perhaps most misunderstood, is that virtue ethics does not 


require any particular behavior that is immune to circumstances. Hence, 
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situations do matter to virtue ethics. Although it is virtuous to help some- 
one, as in the Good Samaritan story, it is also virtuous to be on time, to 
be loyal, to be prudent, and so on. Virtue ethics requires a balancing of 
each virtue and a harmony with other virtues. Whereas in the abstract 
it is “courageous” of Mary to rush into a burning building to save an 
anonymous child, if the probability of saving this child is near zero and 
would seriously endanger Mary who has other children to support, then 
within this context we would say rushing into the burning building is 
now “foolhardy” or “reckless’—lacking a proper regard for prudence 
or practical wisdom. 

Virtue ethics remains an important way of conceptualizing several 
important questions, namely what is “the life that offers the surest chance 
of being, from the point of view of the person who lives it, a very good 
life” ?4° This approach is not considered consequentialist because the vir- 
tuous person pursues virtue for its own sake. A more complete model of 
Adam Smith’s virtue ethics is presented in Chapter 8. 


ETHICAL PLURALISM 
Categorizing moral theories is fraught with difficulty because the typol- 
ogy may not provide a perfect fit.*! Although it is possible to assign labels 
that compartmentalize the three main ethical frameworks focusing on 
outcomes, duties or rules, and virtues, it is difficult and perhaps unwise 
to insist on strict compliance with just one. Most people likely draw on 
all three to varying degrees, and each foundation draws on aspects of 
the others. Ethical pluralism is a reality of life. As will be elaborated 
in Chapter 12, vertical pluralism means reaching across the three main 
ethical frameworks to provide a more complete account of ethical be- 
havior. For example, virtually every moral approach (except perhaps 
ethical egoism) starts with an obligation to accord some consideration 
to other persons. This near-universal acknowledgment of a duty to oth- 
ers is expressed in ancient Divine command theory. In the Christian 
tradition Jesus is quoted as saying the two greatest commandments are 
to love God and to “love your neighbor as yourself. All the Law and the 


Prophets hang on these two commandments.”** John Stuart Mill noted 


DUTIES, RULES, AND VIRTUES 


that the “complete spirit of the ethics of utility” could be found in this 
passage. A utilitarian thus implicitly relies on an external principle that 
it is ethically necessary to show proper regard to other persons (which 
begins to sound deontological). Maximizing the good happens, but within 
a tradition that says that the happiness of a stranger matters as much as 
one’s own happiness. 

Mill’s utilitarian framework also requires that the policy maker be of 
good virtue, needed to adjudicate between higher and lower pleasures. 
Act utilitarians are thus required to integrate the pluralist consideration 
of virtues and duties as part of the process of evaluating good outcomes. 
Similarly, a rule utilitarian could come to the conclusion that our day-to- 
day conduct should be carried out in terms of the virtues—those habits 
or rules that the utilitarian sees will most maximize utility. One can also 
see evidence of ethical pluralism in the Judaic religion. The Torah, the 
sacred text of Jews, contains 613 commandments or laws, suggesting that 
Judaism is a rule-based ethic. At the same time, attention to character 
development has been an important aspect of this tradition. As noted in 
Chapter r, Milton Friedman uses outcomes, duties, and virtues as pieces 
of the puzzle to understand how markets ought to work to promote free- 
dom and progress. 

Horizontal pluralism acknowledges more than one approach within 
each ethical framework, For example, rather than maximizing a single 
value like happiness or preference satisfaction, one could be a consequen- 
tialist and attempt to achieve multiple outcomes. In mathematics this 
is equivalent to optimizing with more than one variable. For example, 
satishcing might be adopted as a viable strategy if it achieves minimum 
objectives for both goal X (equity) and goal Y (growth).** Deonrologists 
also might arrive at this same conclusion, arguing that one’s desires may 
be subject to prior constraints: Maximizing output is preceded by the 
deontological principle of doing what is just and cannot be determined 
by outcomes alone. 

Ethical pluralism entails the recognition that human problems are 
complex and that any simple formula or method is likely to generate prob- 


lems. A pragmatic approach to ethics in economics draws on different 
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approaches as needed. Thus, John Kay argues that economists need to be 
eclectic in their approaches: 


The subject of economics is not a method of rational choice analysis but a set 
of problems—the problems that drew students to the subject in the first place. 
The proper scope of economics is any and all ideas that bear usefully on these 
topics: just as the proper scope of medicine is any and all therapies that help the 


patient.” 


LOOKING AHEAD 
Individuals often experience conflicts between their desires for certain 
outcomes, their commitments or obligations arising from duty, and their 
conceptions of themselves as moral persons. Attention to all three ethi- 
cal approaches is desirable and necessary because no one system is likely 
to work adequately on its own. This topic will reappear throughout the 
remainder of the book, especially in Chapter 12. 

The next chapter provides an introduction to the standard way econo- 
mists evaluate a mixed-market system and economic policies. From this 
discussion arises the economist’s notion of efficiency, which is ripe with 
normative elements. Readers familiar with principles of microeconom- 


ics may omit this chapter. 
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PART II 


Evaluating the Economy 


CHAPTER 4 
Welfare and Efficiency 


In this chapter we explore how economists often judge outcomes 
based on the dollar values generated through exchange. In doing so, 
economists engage in normative analysis using an ethical framework. 
Few realize that economic efficiency is an ethically laden concept. 
Advanced readers may omit this chapter. 


INTRODUCTION 

Economists try to determine how prices and outputs arise depending on 
market structure (for example, competition) and other factors. In addi- 
tion, economists make predictions or forecasts about future prices and 
outputs. These activities use positive economics—they attempt to un- 
derstand the world as it is. Carrying out positive economics entails ethi- 
cal commitments (such as to be honest) as well as ethical judgments (for 
example, how scarce research funds should be allocated). This topic is 
explored in Chapter 12. 

Economists also routinely examine market outcomes with an eye 
toward evaluating whether a particular situation is the most desirable 
for society. Efficiency is an analysis of the world compared to a desired 
“optimal” state. This area of study is necessarily normative because it is 
not possible to analyze what is “most desirable” without using a moral 
framework. Because economists typically argue that an economic system 
should be evaluated on the basis of outcomes, it is part of consequential- 
ist ethical theory. 

Peter Drucker, a management expert, once quipped, “There is noth- 
ing so useless as doing efficiently that which should not be done at all.”' 
This reminds us that efficiency is not the ultimate goal. Efficiency is the 
measure of how well we have achieved some ultimate goal. But which 
particular outcome in an economy should be most valued, and how? For 


example, is the highest goal of an economy to: 


* Promote the greatest amount of freedom? 


* Produce the most millionaires? 
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* Produce the fewest people in poverty? 
* Produce the fewest people unemployed? 








* Produce the highest life expectancy or other substantive measure of 


well-being? 


Although these and other indicators may be important, this book nar- 
rows in on one particular goal that is often cited in standard textbooks. 
That is the intangible welfare measure of promoting preference satisfac- 
tion. Future chapters will explore how this view came to dominate the 
orientation of modern economics. In practice, many economists are more 
pluralist in considering outcome goals and look beyond this narrow lens. 
If so, preference satisfaction is a “straw man,” easy to tear down but not 
accurately presenting what every economist does today. Indeed, one pop- 
ular definition of economics, discussed later, argues that economics is a 
means of thinking to achieving any goal, whatever it may be. 

Nevertheless, a standard way of assessing economic efficiency is by 
determining whether household preferences are being realized. “A chicken 
in every pot” was the presidential campaign slogan of Herbert Hoover in 
1928. But a successful economy would go further than just filling your 
pot; it would allow you to choose a hot dog or a steak instead of a chicken 
if you preferred it (and were able to afford it). The market economy is 
celebrated by the slogan, “The consumer is king” because the goal is to 
satisfy your preferences, not a politician’s preferences for you. 

Because individual preferences themselves cannot be seen or touched, 
economists infer that people reveal their preferences when they willingly 
choose. In many contexts people reveal preferences by buying and sell- 
ing; hence, the capacity to satisfy preferences can be estimated by a proxy 
variable—the potential net economic value (or economic surplus) cre- 
ated through voluntary trade. Maximizing the economic surplus created 
through exchange is synonymous with economic efficiency. 

We begin, therefore, by addressing these terms and the ethical pre- 
cepts that lie behind them. Later in this chapter we introduce some com- 
plexities. Criticisms appear briefly here and will be dealt with at length 
in Chapters 5 and 6. 
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NEOCLASSICAL WELFARE APPROACH 

Concern for efficiency and the economic surplus arose in the late nineteenth 
century with the development of neoclassical economics. Whereas classi- 
cal economists of the eighteenth and early nineteenth centuries concerned 
themselves with the historical and institutional foundations for long-run 
growth, a new breed of engineering-trained economists used techniques 
of calculus to ground the discipline in the mathematics of short-run maxi- 
mization. In 1920, Arthur Pigou, in The Economics of Welfare, laid out 
a superstructure for studying economic welfare. With modifications, this 
became the normative economic approach of the mid-twentieth century 
known as modern welfare theory.° 

Modern economists believe that although utility is not measurable (as 
utilitarians thought; see Chapter 2), it is still possible to make inferences 
about well-being by observing peoples’ behaviors. Consumers are assumed 
to be rational, meaning that they respond consistently and logically to 
changes in incentives so as to achieve the best-expected outcomes given 
their constraints. Hence, economists assume that consumers use money 
to satisfy their preferences and that satished preferences allow people to 
experience greater well-being. Pigou states that economic welfare is thus 
“that part of social welfare that can be brought directly or indirectly into 
relation with the measuring rod of money.™ 

Money is an intermediary and instrumental good that provides con- 
sumers with the means to acquire something else that they prefer. Econo- 
mists today do not try to define or measure what ultimate well-being is 
or ought to be. “Better off” and “worse off” are simply inferred from 
the choices in trade and not in reference to any particular state of mind 
or outcome. Instead of having a precise meaning, economic welfare has 
come to mean the inferred net gain of taking some action; hence, “utility” 
has simply come to represent an index of preferences.* Modern welfare 
theory thus focuses on choice. 

One person could buy an ice cream cone because it induces pleasure in 
the taste buds; another—who is a masochist—could buy a cold ice cone 
because it generates pain. Economists make no distinctions because in 
each case the individuals are assumed to know what enhances their own 
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lives better than anyone else. The neoclassical theory of welfare treats 
as sacred the subjective (and assumed given) preferences of individuals, 
treating each as an autonomous person. The modern economic view is 
that the welfare of society is maximized when the dollar value of individ- 
ual preferences is maximized today, given the existing resources and the 
current distribution of income and wealth. This outcome is synonymous 
with generating the largest potential net economic value in the current 
time period, after properly accounting for all costs and benefits (includ- 
ing hidden costs like pollution).® 

As explored in Chapter 5, this measure is “static”—it evaluates only 
the welfare outcomes of market participants in the current time period. 
Nor does this formulation imply that the maximum number of individu- 
als have had their preferences satished, because a few members of society 
could control a disproportionate share of purchasing power (see Chapters 
ro and rr). This approach also does not specify what the preferences of 
an individual ought to be: Some might be selfish, and others might be al- 
truistic. Nor does this formulation require that everything carry a price 
tag—because, as Nobel laureate Kenneth Arrow noted, some things are 
“invaluable goods.”” Nevertheless, economists do calculate the benefits 
and costs in market exchange, as discussed in the next sections. 


Measuring the Value of Market Exchange 
The standard moral analysis of markets might begin like this: In a politi- 
cal election, each citizen rightfully controls only one vote, but in economic 
decisions each consumer rightfully controls as many votes as he or she 
has dollars to spend. People who lack income or wealth have no effective 
demand, and their votes should not count. Their preferences thus have 
no impact on efficiency in the market as measured by economists. Judge 
Richard A. Posner, an influential proponent of this normative view, notes, 
“The only kind of preference that counts .. . is thus one that is backed up 
by money—in other words, that is registered in a market [either an explicit 
market or a hypothetical one].”* Chapter 5 discusses why economists be- 
lieve that questions of income distribution should be treated separately 


from questions of efficiency. 
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Consider the market for hot dogs on a popular beach during the sum- 
mer. We are studying a trivial case (hot dogs) for the same reason that 
Adam Smith chose a trivial case for studying economies of scale (pins): 
If the economic logic is grasped in an insignificant case, it can easily be 
applied in more complex areas as well.’ A simple supply and demand 
framework demonstrates these points, assuming perfect competition, no 
externalities, and other ideal assumptions. We begin first by addressing 
the behavior of consumers, adding a normative interpretation to actions 


that then allow us to judge the outcomes. 


Demand and the Marginal Benefit of Consumption 
Demand means “willingness to buy.” As already noted, those who are 
hungry but have no money do not constitute demand because they lack 
the funds to participate in the market. A demand curve shows the vari- 
ous amounts of hot dogs per day that consumers are willing and able to 
buy at different prices, assuming that all other factors besides the price 
of hot dogs are kept constant. 

Let us examine the behavior of specific consumers, using illustrative 
prices limited to whole numbers. Joseph is a rational, thirty-five-year-old 
individual who has the necessary resources to be a part of the market 
system. He knows his own preferences better than anyone else, and, in 
particular, the maximum price Joseph is willingly and able to pay for a 
hot dog on the beach is $5 (point J in Figure 4.1)."" Although some might 
claim hot dogs are an unhealthy food and that Joseph should really lose 
weight by eating celery sticks instead of hot dogs, economists treat con- 
sumers with respect: They assume they are rational individuals who ought 
to be allowed to make their own choices. 

Because Joseph is voluntarily willing to part with $5 in exchange for 
a hot dog, economists infer that he believes he will be better off with 
the hot dog than with the money. The value Joseph expects to derive 
from this hot dog is his marginal benefit (MB), worth $5. By compari- 
son, if Joseph were willing to pay $8 for a steak, economists would infer 
that Joseph thinks a steak would make him even better off because the 


maximum price he would pay for a steak exceeds the maximum price he 
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FIGURE 4.1. The demand curve. 





0 1 2 3 4 5  Quantity/day 


Each point on the demand curve shows the incremental willingness to pay, 
which is used as a proxy for measuring the marginal benefit (MB) received by 
each consumer. 


would pay for a hot dog. Exactly how much better off in psychological 
terms is impossible to say because economists do not have an absolute 
scale of reference. What counts is Joseph’s relative ranking of his satis- 
factions—his ordinal list of states of affairs: Steak is better than $8 — 
which is better than a hot dog — which is better than $5. Interpersonal 
comparisons of well-being are impossible when only ordinal rankings 
are posited, but such interpersonal comparisons are not required in the 
modern economic formulation. 

To recap, the maximum price Joseph is willing and able to pay for 
a hot dog is his expected marginal benefit of $5 (point J on the graph). 
We began with Joseph because he signals by his monetary vote that he 
has the strongest preference for a hot dog, given the current distribution 
of income and wealth. Why Joseph prefers a hot dog at this price is said 
to be irrelevant to the analysis. Economists infer that willingness to pay 
can provide a useful monetary valuation of the marginal benefit Joseph 


expects to receive. 
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Next in monetary order is Brenda, who is willing and able to buy a 
hot dog if the price drops to $4 (point B); economists infer she is getting 
a marginal benefit of $4. Lamont would buy a hot dog if the price were 
$3 (point L), signaling his marginal benefit. And Maria would buy one 
at $2 (point M), providing her with a marginal benefit of $2. Each cus- 
tomer reveals his or her own preferences by signaling with dollars in the 
market. Hence, each point on the demand curve can be interpreted as 
the marginal benefit of consuming that last unit. The inferred marginal 
benefit gets smaller as we move down the demand curve; only as the price 
falls will more consumers be willing and able to buy in the market given 
the lower marginal benefit. This insight is called the law of demand; it 


explains why demand curves are downward sloping. 


The Total Benefit in Consumption 


Suppose that the equilibrium price of hot dogs eventually turns out to be 
$3. In a perfectly competitive market, each consumer ends up paying an 
identical price for the hot dog, regardless of the maximum price he or 
she is willing to pay.'! Based on the preceding discussion we know that, 
if the price is $3, three hot dogs would be bought. Let’s consider why: 
Joseph prefers owning a hot dog to owning $5; because the market price 
turned out to be only $3, Joseph voluntarily makes this trade, and the 
economy is more efficient for having satisfied his preference. Moving to 
the next consumer, Brenda prefers a hot dog to $4, and the market satis- 
hes her preference when she buys at $3. Lamont is the “last” consumer 
on the demand curve to buy. The extra benefit to Lamont of the last hot 
dog just equals its market price of $3. The fourth potential consumer 
(Maria) would not buy a hot dog, because she values it only at $2 given 
her financial situation and tastes. Instead, she goes home to make a sand- 
wich, or she goes hungry. 

Although each consumer ends up paying the same price, each does not 
value the hot dog equally. Each consumer has a different maximum dol- 
lar amount that he or she is willing to pay—Joseph ($5), Brenda ($4), and 
Lamont ($3). If we add together these maximum marginal benefits, this 


provides us with a rough approximation of the overall economic benefit 
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FIGURE 4.2. The total beneht of consuming three hot dogs. 


$7.00 








0 1 2 3 4 5  Quantity/day 


Total benefit is the aggregate of all the incremental benefts. It can be shown 
as the shaded area under the demand curve up to the quantity bought. Maria’s 
(M) benefit is unrealized because the market price did not get down to $2, her 
reservation price. 


derived from hot dogs in society (see Figure 4.2). However, because the 
demand curve also includes the value of incremental units, the total eco- 
nomic benefit to consumers is slightly larger: about $13.50.'* Assuming 
there are no external benefits to others, the inferred total economic ben- 
efit produced in this market can be visualized as the shaded area under 
the demand curve in Figure 4.2. 

Total economic benefit is not the same thing as economic surplus 
because society did not get these hot dogs for free. We now turn to the 


question: What did it cost society to make these three hot dogs? 


Supply and the Marginal Cost of Production 
Supply means “willingness to sell.” A supply curve shows the various 
amounts of hot dogs per day that sellers are willing and able to provide 
the market at various prices. We assume that all other factors besides the 
price of hot dogs are unchanged. To derive a supply curve we consider 
things from the point of view of potential producers. If sellers use their 
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FIGURE 4.3. The supply curve. 
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Each point on the supply curve shows the incremental willingness and ability 
to sell, which is a proxy for the marginal cost (MC) of production. 


resources of land, labor, and capital to make hot dogs, then they cannot 
use them for some other product. Thus, the cost of making a hot dog is 
determined by its opportunity cost—the value of the best thing that had 
to be foregone to make it. 

In this case we assume that the incremental cost of production, called 
the marginal cost (MC), rises as more output is produced. Why might this 
be? Suppose that the lowa Meat Company (IMC) has access to the best 
land for raising pigs and hence for making hot dogs from pork. As a re- 
sult, IMC has the lowest opportunity costs of production. Consequently, 
IMC would be willing to sell a hot dog even if the price is as low as $2.00 
(point I in Figure 4.3). If the price rose, other producers with resources 
not quite as productive would find it desirable to enter this market. At 
the price of $2.50, for example, the Ohio Meat Company, with slightly 
less desirable land, would find it profitable to now join the market supply 
(point O). At $3.00, the Virginia Meat Company would enter the market 
(point V), and at $3.50 the New York Meat Company would start pro- 
ducing (point N)."° 
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FIGURE 4.4. The total opportunity cost to make three hot dogs. 














2 3 4 5 Quantity/day 


The total opportunity cost of production is the aggregate of all the incremental 
costs, shown by the shaded area under the supply curve up to the quantity 
sold. New York Meat Company’s (N) cost is unrealized because it did not 
participate. 


The Opportunity Cost of Production 

In a competitive market, each seller receives an identical price for the 
product regardless of the marginal cost of production."* At the equilib- 
rium price of $3, therefore, only the first three producers would choose 
to supply the market because $3 covers or exceeds their individual op- 
portunity costs. The New York Meat Company, however, would not be 
able to cover its opportunity costs and hence would use its resources to 
make something else. If we add up the marginal costs of making three 
hot dogs, the total opportunity cost to society of making three hot dogs 
is found by the shaded area under the supply curve, which is about $6.75 
(Figure 4.4)." 


Equilibrium 
Putting supply and demand curves together on the same graph allows 
us to visualize equilibrium in the market (Figure 4.5). The price of $3 


“clears” the market: Everyone willing and able to buy at that price gets 


65 


WELFARE AND EFFICIENCY 


FIGURE 4.5. Equilibrium in the hot dog market. 
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The market clearing price at equilibrium is $3, and three hot dogs are bought. 
Maria (M) does not buy, and New York Meat Company (N) does not sell. 
This outcome is efficient because to satisfy demand for the fourth hot dog 
would use up $3.50 worth of resources yet provide only $2 of value to Maria. 
The market produces hot dogs only up to the equilibrium quantity. At a price 
of $3, the incremental benefit of the third hot dog to Lamont just equals the 
incremental cost of production to the Virginia Meat Company. 


to do so, and everyone willing and able to sell at that price gets to do so. 
If the price were any higher, there would be more sellers than buyers, 
causing a surplus of hot dogs that would push down the price. But if the 
price were below $3, there would be more buyers than sellers, causing a 
shortage at that price, and consumers would bid wp the price. At equi- 
librium, three hot dogs are bought, and there is no shortage or surplus 
at that price. Moreover, there is no incentive for the price to change, as- 
suming all else constant. 


MAXIMIZING THE ECONOMIC SURPLUS 
Given the assumptions of our model, the outcome produced by the mar- 
ket would be efficient because all the preferences that can be satished 
are satished at the equilibrium price of $3. We can demonstrate this by 
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FIGURE 4.6. The economic surplus. 
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The economic surplus has two parts: one going to consumers and one going to 
producers. The consumer surplus is the shaded area below the demand curve 
and above the equilibrium price of $3. The producer surplus is the shaded area 
above the supply curve and below the equilibrium price of $3. 


calculating the value of the economic surplus and showing that its value 
would be lower with any other outcome. 

Recall that the total economic value created for consumers is shown by 
the shaded area under the demand curve in Figure 4.2—which amounts 
to $13.50. Also recall that the total opportunity cost incurred by produc- 
ers is shown by the shaded area under the supply curve in Figure 4.4— 
which amounts to $6.75. The difference produces a net economic value 
for society created from trade worth $6.75. Visually, the net economic 
value is the shaded area between the demand and supply curves up to 
the equilibrium amount, as shown in Figure 4.6. This area is called the 
economic surplus. The surplus has two parts, one going to consumers 
and the other to producers: 


* Consumer surplus: The consumer surplus consists of value received 
but not paid for. Some of the economic surplus goes to Joseph, for 
example, who was willing to pay $5 for a hot dog but didn’t have to— 
the equilibrium price turned out to be only $3. Hence, Joseph received 
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$2 worth of value he didn’t pay for (a consumer surplus). Without a 
market to facilitate trade, Joseph would own his $5 and nothing else. 
With trade, Joseph owns a hot dog that he values at $5 and he has $2 
left in cash. The market created surplus value through exchange! 

* Calculating the value of the consumer surplus:'* The total con- 
sumer surplus for all consumers is the triangular area under the de- 
mand curve and above the equilibrium price. This area is equal to 
4 ($6.00 — 3.00) x 3 = $4.50. 

* Producer surplus: The producer surplus consists of payments received 
by sellers that exceed the opportunity costs of production. For in- 
stance, it cost the lowa Meat Company only $2 to make the first hot 
dog. Without market exchange, the lowa Meat Company would own 
resources worth $2 and nothing else. With exchange, the lowa Meat 
Company ends up with $3 in cash instead of $2 in resources—generat- 
ing a producer surplus of $1. The producer surplus is used to pay for 
scarce resources in production (like land) whose prices are bid up as 
the industry expands. Hence, the producer surplus is often referred to 
as “rent.” Note that the producer surplus does not mean “profit.” A 
normal rate of profit is included as part of the opportunity cost (that 
is, the return to entrepreneurship). 

* Calculating the Producer Surplus: The total producer surplus for all 
producers is the shaded triangular area below the equilibrium price 
and above the supply curve. This area is equal to 4% ($3.00 — 1.50) x 


3 = $2.25. 


Both consumer and producer surpluses end up in the pockets of house- 
holds. Households are comprised of consumers who buy the final goods 
sold in product markets. Demand is determined by consumer preferences, 
and the desire for profit spurs businesses to make the products that con- 
sumers demand. Households also own the inputs of production sold to 
businesses in the resource markets. Families supply labor, rent land, fur- 
nish capital (by buying shares of stock), and provide entrepreneurship. 
When a competitive market transaction produces an economic surplus, 
that surplus ultimately ends up in the hands of households—although not 
in equal shares (see Chapters ro and rz). 
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SATISFYING PREFERENCES 

We observe that every consumer who buys at the equilibrium price satis- 
fied his or her preferences. All consumer preferences that can be satished 
have been satished, given the current distribution of income and wealth. 
For example, Maria choses not to buy and is better off using her money 
for something else she values more highly. The same story applies to sell- 
ers. The owners of the lowa Meat Company prefer to use their resources 
to make a hot dog that they can sell for $3, rather than use their resources 
for any alternative transaction. The same is true for all other sellers. At 
equilibrium, the marginal cost of producing the last unit just equals the 
market price (hence, P = MC = $3). The Virginia Meat Company is the 
last company willing to supply at $3 and earns no producer surplus be- 
cause its marginal cost also equals $3. Recall that normal profit is already 
included in the opportunity cost; hence, the Virginia Meat Company does 
not earn a surplus, but it does earn an accounting profit. Hence, every 
producer who sells at the equilibrium price satisfied his or her preferences. 
All producer preferences that can be satished have been satished, given 
the current allocation and quality of resources and technology. 

The story goes deeper when we consider that the owners of resources 
used in the hot dog supply chain have a/so maximized the satisfaction of 
their preferences, given ideal market assumptions. For example, the land- 
owner who rents 500 acres to the Ilowa Meat Company is able to satisfy 
her preferences by doing so; we know this because her decision to rent 
reveals those preferences. Likewise, the laborer in the slaughterhouse at 
the lowa Meat Company reveals his preference for working there over his 
next best alternative. Although a laborer might wish he were earning more 
or even working a different job, his voluntary actions reveal that given 
his circumstances he thinks this is his best alternative. Stated differently, 
his preferences are best satished when he can realize this transaction." 

In Figure 4.5 we noted that, at equilibrium, the last buyer is willing 
to pay $3 and the last seller is willing to accept $3. Hence, the marginal 
benefit (MB) of the last unit produced is the same as its marginal cost 
(MC). It would diminish net economic value to produce either more or 
less than three hot dogs. Here is why: Maria is unable or unwilling to 
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pay more than $2 for the fourth hot dog. At the same time, the New York 
Meat Company needs a payment of at least $3.50 to devote its resources 
to making the fourth hot dog. Because the marginal cost of making the 
fourth hot dog ($3.50) exceeds its marginal benefit ($2.00), no consumer 
who had to pay this marginal cost would voluntarily buy. Moreover, so- 
ciety would be poorer if consumers were forced to do this because the 
economic surplus would decline by $1.50 (as a result of using resources 
valued at $3.50 to make something worth only $2.00). Hence, forcing the 
market to make four hot dogs would reduce the economic surplus, caus- 
ing a deadweight loss from overproduction." 

Let us consider further the consumers and producers who choose not 
to participate in the market at this price. The fact that a market clears 
at $3 does not mean that all buyers and sellers are satished with the out- 
come. Far from it! Maria would like the price to be $2 or lower so she 
could buy; and the owners of the New York Meat Company would like 
the price be at least $3.50 so they can sell. Wishful thinking is not rel- 
evant, however: both Maria and the New York Meat Company owners 
have “ineffective” preferences because they do not have adequate money 
to buy, or the adequate resources to produce, in this market. Even if the 
market equilibrium price maximizes the economic surplus, people might 
argue that the market allocation did not result in the best outcome. Ma- 
ria, for example, might go hungry and ask for help. Government regula- 
tions could set the price of hot dogs at $2 so Maria could now afford to 
buy (this is called a price ceiling—a maximum legal price). But doing this 
creates unintended and undesirable consequences: Both the Ohio and the 
Virginia Meat Companies would be forced out of business because their 
marginal costs of production are higher than $2. With production now 
limited to one unit and demand now reaching four units at this price, a 
shortage of three units would result. 

The New York Meat Company is also dissatisfied with the equilibrium 
market outcome but for the opposite reason: It thinks the equilibrium price 
of $3 is too low. If government regulations forced consumers to pay $3.50 
for a hot dog, this would allow the New York Meat Company to stay in 
production. This action would establish a price floor—a minimum legal 


price. Doing this would have unintended and undesirable consequences, 
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because Lamont is now forced out of the market. At a mandated price of 
$3.50, four units would be produced but only 2.5 units would be bought, 
resulting in a surplus of 1.5 hot dogs that would be unsold at that price. 


EVALUATING MARKET OUTCOMES 

This chapter shows that under certain ideal circumstances the market 
equilibrium exhausts all possible voluntary trades that can satisfy the 
preferences of households, whether for buying or for using their re- 
sources in production. The economy is “efficient” at satisfying the most 
household preferences possible—by producing up to the point at which 
the marginal benefit of the last unit consumed just equals the marginal 
cost of the last unit produced. At this point the economic surplus created 
through exchange is maximized."’ It is not possible to create a greater 
economic surplus or to satisfy any additional preferences, given society's 
current resources and technology. 

This idealized outcome happens without anyone being forced to do 
anything against his or her will. Moreover, in a competitive marketplace, 
no one can control the final outcome. The activities of many millions of 
people, making individual choices about how to use their land and labor, 
and individual choices of how to spend their earnings in the market, result 
in a spontaneous, self-regulating order reflected in market equilibrium. 
More important, the market evolves to respond to changes in producer 
or producer preferences without anyone receiving an order from Wash- 
ington. In a famous essay entitled “I, Pencil,” Leonard Read explores the 
disaggregated process involved in the production of a simple pencil.*° No 
single individual can replicate all the steps involved in making a pencil, 
because acquiring the graphite is a specialized mining process different 
from the expertise needed to tap a rubber tree for the eraser in a differ- 
ent part of the world. Similarly, no single person knows how to create the 
raw materials or to manufacture all the parts to an iPhone. The market, 
however, can almost magically assemble and coordinate such activity 
without the guidance of a central planner. 

Government regulations such as price floors or ceilings that impede 


the working of this idealized marketplace impede freedom and would 
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likely reduce the potential gains from voluntary trade, thereby causing a 
deadweight loss to society. However, actual marketplace conditions can 
diverge quite noticeably from the ideal. Negative externalities like pollu- 
tion can impose large costs on third parties, and if so the true marginal 
costs to society are higher than the market price. And many produced 
goods like national defense create positive externalities that cannot be fully 
captured in the market; in such cases, the true marginal benefits to soci- 
ety are higher than is captured by the market price. Hence, free markets 
tend to overproduce goods with negative externalities and underproduce 
goods with positive externalities, thus not achieving efficient outcomes. 
Moreover, market structures are generally not that of perfect competition 
but rather of monopolistic competition, oligopoly, or monopoly.*! Cases 
of price rigging and collusion among sellers are regular staples of nightly 
news. Chapter 9 explores additional problems arising from information 
asymmetries that caused moral hazards in financial markets leading up 
to the 2008 economic crisis. Neoclassical economists are thus well aware 
that the idealized portrayal of market efficiency in this chapter is a start- 
ing point and that government interventions can sometimes (in theory) 
improve economic welfare.** 

Understanding the net value to society of economic exchange remains 
an essential part of a normative tool kit in economics. It can deeply in- 
form many public policies. As should be clear, the evaluation of market 
outcomes is a normative endeavor. Some textbook authors, however, por- 
tray efficiency as a “scientific” or mechanistic concept rather than as an 
ethical concept. This viewpoint may be appropriate in narrow technical 
training but not in liberal arts learning. The selection of a moral frame- 
work and the choice of a goal for the economy are issues too important to 
be left unexamined as an unopened “black box.” Such an ethically blind 
approach is contrary to critical thinking. The unconscious marriage of 
economics with preference satisfaction can produce a jarring disconnect, 
for example when one is attempting to work with policy analysts trained 
in different fields. Public health students may have a greatly different view 
of what is meant by “efficiency”—in their minds it may mean achieving 


the goal of saving the most lives possible—not maximizing the economic 
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surplus in the market (as discussed in Chapter 5). Efficiency is a mean- 
ingful concept only when it is properly understood as a particular form 
of ethical analysis, subject to scrutiny and debate. 


LOOKING AHEAD 
Modern welfare economists are like other consequentialist ethicists who 
are interested in answering the question, “Which action produces the 
best outcome?” Answering this question is not easy, and, even if it were, 
ethicists using nonefficiency approaches might object. As we show in the 
next chapter, what economists mean by the “best” outcome has evolved 
over time. This has particular importance for the practice, interpretation, 


and evaluation of cost-benefit analysis in public policy making. 


CHAPTER § 
Pareto Efficiency and Cost-Benefit Analysis 


The standard approach to welfare and efficiency is often portrayed as 
uncontroversial in economics textbooks—in fact, it is sometimes thought 
to be purely scientific. This chapter shows how a number of ethical 
precepts lie at the heart of these topics. When analyzing public policies, 
economists today abandon the notion that voluntary trades are the only 
basis for enhancing efficiency. A cost-benefit approach relies on a 
measure of compulsory action. A wider ethical lens is thus necessary 


to judge efficiency in this circumstance. 


THE PARETO TEST FOR EFFICIENCY 


The last chapter showed that under certain ideal circumstances the mar- 
ket equilibrium exhausts all possible voluntary trades that can satisfy the 
preferences of households, whether for buying or for using their resources 
in production. In short, the economy is “efficient” at satisfying the most 
household preferences as possible—by producing up to the point at which 
the marginal benefit of the last unit produced just equals its marginal 
cost of production. This is a powerful conclusion and one that needs to 
be well understood. 

A quick check for efficiency is called the Pareto test, named for Vil- 
fredo Pareto (1848-1923). Pareto was an Italian engineer who late in life 
turned to the study of economics and sociology. The test he formulated 
asks: Are any desirable voluntary exchanges in society still possible? 
That is, could one more trade make at least one person better off without 
hurting anyone else? If so, the current situation is “inefficient,” and it is 
possible for society to satisfy more preferences today with the existing 
resources and technology. 

Here’s an example of inefficiency coming to light through Pareto’s test: 
Sam is a college student with plenty of free time. He gets to the airport 
early and finds a seat on a plane bound for Rome. Remilda is an attor- 
ney who is held up in a meeting and gets to the airport late. By the time 


she arrives all spots to Rome are filled (based on seating passengers on a 
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first-come basis). The shortage of seats will leave Remilda behind. Is this 
outcome efficient in the economic sense? 

If Remilda could communicate with Sam, she might say something 
like this: “Look, I really need to get to Rome to complete a merger. It’s 
so important that I'd be willing to pay you $500 if you would switch 
places with me.” If Sam could communicate with Remilda, he might say, 
“Great! I’ve got more time than money, and I'll catch a later flight.” Al- 
lowing a voluntary trade in this situation would improve the preference 
satisfaction of both consumers. This is what most airlines routinely do 
today, asking for a volunteer to switch places in return for an extra free 
ticket (which the volunteer values more highly than getting to Rome on 
time). Voluntary trades enhance economic efficiency. 

Note that a third passenger also arrives late and urgently seeks a seat 
on that Rome flight. Cristiano is rushing home to see his dying mother. 
Unlike Remilda, Christiano cannot aftord to pay anyone to switch places 
with him. Hence, Christiano does not have any preferences that are ef- 
fective in the market. Hence, an immediate moral objection to economic 
efficiency comes from those concerned with other consequences besides 
satisfying the preferences of those with money to spend. Chapter 7 deals 
with moral limits to markets arising from fairness and duty-based rules 
for allocation in times of emergency. 

In Pareto’s view, the economy is efficient only when members of soci- 
ety enjoy the maximum satisfaction possible through voluntary trades. 
Once that peak point is achieved, it is possible to increase the satisfaction 
of one person only by diminishing the satisfaction of another.' The Pareto 
test is a useful way of summarizing how neoclassical economists evaluate 
the performance of the economy and can be used to improve some pro- 
cedures (as in airline overbooking). As discussed in the section later in 
this chapter on cost-benefit analysis, however, the Pareto test has limited 
practical value when evaluating most public policy issues. 


FUNDAMENTAL WELFARE THEOREMS 


The Pareto approach led economists to develop mathematical proofs 
of what all markets would look like in general equilibrium under ideal 


circumstances—meaning when all markets exhaust all voluntary trades 
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under assumptions of perfect competition, perfect information, no exter- 
nalities, stable preferences, rationality, and so on. The first fundamental 


welfare theorem derives from this analysis: 


First Fundamental Welfare Theorem. Under ideal assumptions, competitive 


markets will always lead to an efficient (Pareto optimal) outcome. 


The economy produces the right combination of goods in the least expen- 
sive manner, and these products end up in the hands of those who get the 
greatest marginal satisfaction from them (as judged by how much they 
are willing and able to pay). This is known as the “invisible hand” theo- 
rem because it suggests that, in an idealized world, laissez-faire markets 
(free of government interference) would generate the greatest preference 
satisfaction in society, even when every participant only concerns him- or 
herself with satisfying individual preferences.” This represents a mythical 
standard that can never be achieved but remains a lofty goal. 

Most economists do not believe that the world actually works this 
way, because deviations from the ideal assumptions (called “market fail- 
ures”) are not uncommon. For example, economists have developed so- 
phisticated analyses of monopoly, pollution, information asymmetries, 
and public (or collective) goods like national defense—that may require 
government regulation or other remedy to generate an efhcient outcome. 
But the abstract contemplation of an “optimal” outcome possible through 
government intervention ignores the difficulties of how reform works in 
practice. Government intercession is not a panacea because intervention 


is costly, and government failure is also a possibility.’ 


Income and Wealth Distribution 
Another familiar criticism of markets is that the current endowment 
of resources—and hence income and wealth—are not “fairly” distrib- 
uted, an issue evaluated in Chapters to and 11. Critics note that in 
many countries financial capital is disproportionately owned by elites, 
who perpetuate themselves through manipulating laws and policies.’ 
In Latin America, for example, land ownership patterns go back to the 
colonial era, and two-thirds of the land is still owned by a tiny share 


of households. Such disproportionate allocations of land and wealth 
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arose from violent conquest, not from an orderly working of voluntary 
markets. Hence, the poor may look on current market outcomes as re- 
flecting historical injustices. 

In 1944 Congress passed the GI Bill, which paid the tuition and living 
expenses of war veterans so they could attend college. Although econo- 
mists disagree about the effectiveness of programs that redistribute hu- 
man capital, any such redistribution would zot change the allocation 
efficiency of markets! Redistribution simply changes the mix of products 
that people are able to buy. 

This means that Maria, who in Chapter 4 was left out of the market 
for hot dogs because she could not afford the equilibrium price, may now 
be able to buy. If Maria is eligible for the GI Bill—and because of this 
manages to graduate from college—her lifetime earnings will be sub- 
stantially higher than otherwise. Maria is now able to acquire a different 
combination of goods and better compete against others in the market 
for cars, houses, and hot dogs. Maria’s altered consumption results in a 
different set of final prices and outputs in the economy than otherwise, 
because companies will now produce more of the things that satisfy Ma- 
ria’s preferences, given her greater wealth, and fewer things for those 
whose taxes went up to pay for this program. The conclusion of Theorem 
r still holds true: The market will maximize the consumer and producer 
surpluses given the new distribution of income and wealth. 


This insight leads to the second fundamental welfare theorem: 


Second Fundamental Welfare Theorem. There will be a different competitive 


equilibrium for every possible allocation of initial endowments. 


Hence, if you are a reformer who is unhappy with the market ourcome— 
because Maria or other poor persons “didn’t get enough to eat”—it is 
possible to reallocate the initial endowment so as to achieve your pre- 
ferred outcome. Kenneth Arrow notes: “Any complaints about [the com- 
petitive market economy’s]| operation can be reduced to complaints about 
the distribution of income, which should then be rectified by lump sum 
transfers.”* Although theoretically appealing, making cash distributions 


to the poor is rarely done. 
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COST-BENEFIT ANALYSIS 
The economic view of welfare as preference satisfaction plays an impor- 
tant role in many public policy debates. Applied welfare economics is es- 
sentially what economists practice when they examine the benefits and 
costs of public policies. Maximizing the net economic value (benefits mi- 
nus costs) is synonymous with satisfying the most preferences possible. 

Satisfying preferences as a goal is justified on the basis of the Pareto 
test: It seems incontrovertible that, if two rational adults possessing rea- 
sonably good information choose to engage ina market trade, both must 
expect to be made better off from that transaction. The Pareto test could 
be used, for example, to illustrate the gains from opening markets to 
international trade. If Joshua can get a better price for his apples by ex- 
porting them to a willing buyer in Japan, wouldn’t buyer and seller both 
gain? And if Christina can get a better car for her money by importing 
it from a willing seller in Germany, wouldn’t both parties again gain? In 
this imaginary one-on-one trade, there are only winners and no losers. 
What’s not to like about win-win exchanges? 

The impression that economists can do value-free science when dis- 
cussing efficiency arises from the belief that there is universal acceptance 
of Pareto’s voluntary trade maxim (that is, the win-win scenario). Hence, 
it is thought to be an “objective” standard of welfare, free of normative 
elements. In actuality, however, the Pareto approach relies on a series 
of ethical claims and presumptions, leading one noted scholar to quip, 
“The idea of value-free welfare economics is simply a contradiction in 
terms.”* For example, why should satisfying preferences be the only de- 
sirable outcome? 

Despite its strong normative appeal, the Pareto test has limited ap- 
plication in the analysis of actual public policy issues. Seldom is it the 
case that changing policies (for example, removing barriers to trade) will 
produce only winners and no losers, which is what the Pareto test re- 
quires. Because unanimity is virtually impossible in a large democracy, no 
policy could ever be undertaken if Pareto efficiency were the litmus test. 
For illustration, suppose 200 million consumers could each save $30 per 
year from freer trade in dairy products (a total gain of $6 billion). As a 
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consequence, 50,000 farmers would lose their jobs and be forced to find 
new occupations. After retraining, each farmer would earn $20,000 less 
per year (a total loss of $r billion).’ 

The net economic welfare to households could be increased by $5 bil- 
lion with freer trade, but, regardless of this potential overall benefit, dairy 
farmers would never agree to it. Starting from the existing situation, it 
is not possible to make consumers better off without harming farmers. 
Hence, no Pareto improvement is possible. In the 1940s, economists at- 
tempted to resolve the Pareto problem by changing the definition of wel- 
fare. Under the new Kaldor-Hicks criterion, it is not the satisfaction of 
consumer preferences per se that is the goal; it is the capacity to satisty 
consumer preferences that is now the normative goal.* In the Kaldor- 
Hicks reformulation, it is no longer necessary to show that everyone gains 
from a policy change, only that the winners gain more than the losers 
lose. This subtle redefinition allows for the analysis of public policy us- 
ing cost-benefit analysis. 

In the trade example, consumers gain $6 billion per year from being 
able to access the world market for milk, cheese, and ice cream; mean- 
while, domestic dairy farmers lose $1 billion per year. That produces an 
overall net gain to society of $5 billion per year from liberalizing trade. 
This is a hypothetical Pareto improvement rather than an actual Pareto 
improvement. In theory, the winners from freer trade could “bribe” the 
losers to secure their compliance. Consumers, for example, could pay dairy 
farmers $1 billion per year, thus making farmers “whole,” and consumers 
would still be ahead by $5 billion per year. Compensating the losers cre- 
ates an actual Pareto improvement. In the Kaldor-Hicks reformulation, 
however, efficiency is enhanced even if farmers are not compensated for 
their losses. Money serves as a proxy for the capacity to satisfy prefer- 
ences, and freer trade enhances this capacity (on balance) even though 
some parties do not agree to the transaction—it is involuntary. 

In the next section we discuss why compensation is rarely paid, mak- 
ing the Kaldor-Hicks approach controversial because of its compulsory 
nature. Under certain circumstances, it also leads to coercion or to in- 


consistent results. 
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Social Welfare Functions 

An alternative approach to cost-benefit analysis is to model a social 
welfare function: This consists of attempting to aggregate individually 
ranked preferences into a community ranking that can be used for policy 
evaluation.’ A welfare function could be as simple as W = Yr + Y2 + Y3, 
where social welfare (W) is said to consist of the sum of the incomes (Y) 
of society’s three members. In this example, the distribution of income 
plays no role in defining social welfare because an extra dollar of income 
to the richest person (3) raises welfare just as much as an extra dollar go- 
ing to the poorest (1). Similarly, many social welfare functions simply as- 
sume that community welfare increases with average per capita income, 
regardless of its distribution. 

Atleast since the nineteenth century, however, many economists have 
argued that the value of an extra dollar earned is expected to have a greater 
positive impact on a poor person than a rich person. Hence, many wel- 
fare functions specify that income gains to the poor should be weighted 
more heavily than income gains to the rich. Macroeconomists often try 
to simplify the issue of how to aggregate preferences by assuming that 
all individuals are identical (assumed to have homogenous preferences 
and interests). Using such a single “representative agent” to stand for all 
people simplifies the modeling; however, it does not address a key reality 
in policy analysis—that people, in fact, do have heterogeneous (or varied) 
preferences and interests, and hence that income distributions matter for 
welfare and policy making. 

Public policies are often vigorously contested in elections and reter- 
endums. But voting is no panacea for determining social welfare either. 
Arrow’s impossibility theorem shows that, under generally agreed condi- 
tions, no voting system can reliably translate individual preferences into 
outcomes that make everyone better off, as they themselves would judge 
it." Welfare economics has thus focused on finding a solution to the prob- 
lem identified by Arrow’s theorem. The results demonstrate how science 
and ethics are intertwined because “Judgment is an essential ingredient 


11 


in the process of defining social welfare. 
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In addition, most social welfare models are so abstract that they are of 
limited practical use in guiding policy. Because of these difficulties, many 
economists continue to rely on cost-benefit analyses in making policy 
recommendations. Given the practical problems of compensating losers 
and the problems of preference aggregation, welfare economics remains 


in a state of “limbo.” 


COMPULSION AND COST-—BENEFIT ANALYSIS 

The justification for Pareto efficiency is that all trades are voluntary and 
can be inferred to improve the welfare of all concerned parties. Modern 
welfare theory moves away from this consensus approach by changing 
the definition of welfare: It is now the capacity to satisfy preferences that 
counts, not the actual satisfaction of preferences. The Kaldor-Hicks re- 
formulation allows for the analysis of policy changes in which harm is 
done to some parties. As long as winners gain more than losers lose, the 
outcome is judged to be efficient. 

Although compensating losers is theoretically possible, it is usually 
complicated and expensive to implement. The losers may be politically 
weak, widely dispersed, and difficult to identify, and the harm may be un- 
covered only over many years. The transactions costs required to identify 
and compensate losers could far exceed any potential gains. As a practical 
result, losers are usually not compensated. Some economists continue to 
assert mistakenly, however, that obtaining greater efficiency means al- 
lowing more voluntary Pareto trades. In actuality, cost-benefit analyses 
generally rely on implicit force to achieve a desired result. Compulsion can 
be justified, but its ethical defense is more difficult than voluntary trade. 


Nonpecuniary Costs and Benefits 
Nobel laureate James Buchanan exposes a methodological problem that 
also arises when we try to grapple with the involuntary aspect of policy 
changes. Costs are supposed to be measured by opportunity costs (that 
is, the highest value of an opportunity foregone). But an outside observer 
has limited ways of estimating what the lost opportunity costs of indi- 


viduals (or aggregations of individuals) are: 
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Cost is that which the decision-taker sacrifices or gives up when he makes a 
choice. It consists in bis own evaluation of the enjoyment or utility that he an- 
ticipates having to forego as a result of selection among alternative courses of 
action. ... Cost cannot be measured by someone other than the decision-maker 


because there is no way that subjective experience can be directly observed." 


The cost-benefit method likely misestimates costs and benefits because 
nonpecuniary values cannot be observed in involuntary transactions. Let’s 
reexamine the trade policy question presented earlier, in which opening 
to trade in dairy products could benefit consumers, but at the expense of 
domestic dairy farmers. 

To analyze the harm done to farmers, an economist would ask, “How 
much would we have to compensate the average farmer (retrained in a 
new job) to restore her to financial wholeness?” If previously the farmer 
made $60,000 a year and now earns $40,000 a year, the “cost” to this 
farmer of changing occupations could be measured by this difference in 
earnings: $20,000 a year. This is an estimate of the cost to the average 
farmer. But this hypothetical calculation ignores the involuntary nature of 
the proposed policy change and the differences that arise because farmers 
have different preferences. In particular, it disregards the costs to an indi- 
vidual farmer as she herself values them. Recall that such differences are 
what create a producers’ surplus in production. Suppose that one farmer 
enjoys being her own boss and gets psychic benefits from working out- 
doors. Suppose these nonpecuniary benefits are worth $50,000 a year to 


her. Hence, a true accounting of the job benefits would be: 


Financial benefits: $ 60,000 
Nonfinancial benefits: $ 50,000 
Total benefits: $110,000 


If this were a voluntary transaction, the dairy farmer would only accept 
a buyout offer of $110,000 or higher to leave her occupation. By typically 
recording only pecuniary losses and not subjective losses, Buchanan ar- 
gues that economists often gravely misapply the concept of opportunity 
cost that is at the heart of economic analysis. At the end of the next sec- 


tion we explore some possible solutions to this measurement issue. The 
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central issue has provoked a raging debate in a famous Supreme Court 


case about property rights. 


The Kelo Eminent Domain Case 


The economic approach to legal theory and practice gained enormous 
traction since the 1960s in a movement known as “law and economics.” 
In its normative version, economists advise judges on the implications of 
their rulings for efficiency. Instead of deciding court cases on the basis of 
legal precedents, judges and legislators are now being asked to make de- 
cisions on the basis of economic welfare—the potential for maximizing 
net economic value. One controversial case highlights the issue of duress 
that is required to reach an efficient outcome. 

The city of New London, Connecticut, wanted to gain more tax rev- 
enue by tearing down a middle-income neighborhood on the waterfront 
and allowing a private developer to construct a research facility that was 
expected to, in turn, attract an upscale hotel, offices, condominiums, and 
retail establishments. According to the Pareto test for efficiency, if the 
land is worth more to the developer than to the current residents, and 
there are low transaction costs, a voluntary private exchange of land for 
money would make all parties better off, leading to an actual Pareto im- 
provement. But some residents, including nurse Suzette Kelo, did not wish 
to sell. Kelo’s neighborhood was not blighted or causing negative effects 
on other properties. However, with the goal of maximizing the economic 
value of the land (and hence its tax base), the city of New London con- 
demned Kelo’s property, using powers of eminent domain. 

Kelo was offered compensation for her house based on what it would 
cost to make her financially whole (that is, what it would cost to buy a 
comparable house in a similar neighborhood). This was lower than the 
price she would voluntarily accept—because a homeowner may get sen- 
timental value from a particular home arising from childhood memories, 
proximity to particular neighbors, and other subjective considerations. 
In addition, some property owners may choose not to sell based on com- 
mitments or principles.” Also, some sellers might engage in strategic bar- 
gaining by misrepresenting their subjective valuations, hoping to extract 


higher returns by holding out on a potential deal. Essentially, this is the 
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heart of Buchanan’s critique against cost-benefit analysis: One cannot 
distinguish these different reasons for not selling, and hence one cannot 
calculate the true cost to society of taking someone’s land involuntarily. 

Determining the costs and benefits under compulsion is a difficult 
scientific endeavor because economists are not clairvoyant. Viewers of 
the television show “Antiques Roadshow” often delight to discover what 
household objects will fetch. Not surprisingly, the market “worth” of an 
antique is entirely subjective because each buyer and seller will assess the 
object differently. A set of three antique brass lamps can be reproduced at 
a cost of (let us say) $2,000, But suppose these particular lamps were used 
to illuminate the wedding of Abraham Lincoln to Mary Todd in 1842. 
The provenance (or prior history) of an object determines its subjective 
value and explains why these lamps are appraised between $40,000 and 
$70,000—more than thirty-five times the material and labor to repro- 
duce.'* But, without competition to determine a market price, there is no 
way to know subjective value except by imposing assumptions. This is 
Buchanan’s critique: Cost—benefit calculations typically ignore nonpecu- 
niary subjective considerations, such as how much Suzette Kelo values 
her own memories and other associations in her family home. 

Nevertheless, in Kelo vs. New London (2005) the Supreme Court ruled 
5—4 that Kelo could be forced off her land by powers of eminent domain, 
even though the city was simply acting as an agent for a private developer. 
Although Kelo’s preferences were not satished, those of potential buyers 
of her land were satisfied (such as people wanting to buy expensive condos 
on the waterfront). In this case, satisfying the market preferences for wa- 
terfront condos came into direct conflict with two other goals of Ameri- 
can life—voluntary trade and the sanctity of private property rights. The 
endnote to this story is that after the city acquired and relocated Kelo’s 
house and bulldozed the neighborhood, the planned development project 
never materialized. All the “higher economic valuations” turned out to 
be a mirage; Kelo’s former house lot remains vacant. 

Buchanan’s critique highlights the subjective nature of cost—benefit 
analyses. The emphasis on quantification of outcomes, and the conver- 
sion of all outcomes into dollar equivalents, can create a false sense 


of objectivity and technical confidence. This is why some economists 
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maintain that economics is a value-free science. Although economics 
uses scientific methods, estimates of efficiency gains using the Kaldor- 
Hicks formulation cannot be falsified by actual voluntary behavior (be- 
cause losers are compelled to sell). In the rush to calculate, “it is easy to 
overlook the intangible and prefer to concentrate on the measurable.” '* 
If these considerations are significant, “any estimate must remain al- 
most wholly arbitrary.” 

Environmental economists attempt to get around this problem by 
using econometric estimation techniques and by using surveys to assess 
“willingness to pay” as a proxy for nonobserved variables like subjective 
valuations of what a pristine beach is worth. Experimental economists 
also try to coax this information from participants in controlled labo- 
ratory settings. These approaches offer important insights but remain 
controversial because of the difficulties of replication and the problem of 
holding all other variables constant. To some extent cost-benefit studies 
can be definitive in a political sense even if benefits and costs cannot be 
determined precisely. The use of sensitivity analysis, for example, could 
suggest that the benefit of some policy is so large, relative to any foresee- 
able cost, that doubling or tripling the “cost” estimate would not alter 
the recommended policy. 

Lionel Robbins, a key figure in modern neoclassical economics, lev- 
eled a criticism against the welfare interpretation of aggregate economic 
data. In An Essay on the Nature and Significance of Economic Science, 
Robbins notes that prices reflect only relative scarcities; hence monetary 
aggregates of prices can only provide “arbitrary” meaning. Any major 
public policy would redistribute income and wealth, thus affecting relative 
prices.” In the previous case, Suzette Kelo’s “willingness to accept” an 
offer for her house depended in part on her current income and wealth. 
Her willingness to pay for the same house might be quite different af- 
ter eminent domain is carried out. As demonstrated, it is not possible to 
make policy recommendations about economic efficiency without grap- 
pling with subjective and presumptive aspects of the analysis. This is not 
a criticism so much as it is a caveat. In a positive light, economic policy 


making is an art, not a science. 
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Reply and Rejoinder 

Judging outcomes through a cost-benefit approach remains an impor- 
tant part of any tool kit for analyzing public policy. Some supporters 
of cost-benefit analysis argue that even though compulsion is relied on 
to reach a more efficient outcome (as in the Kelo case), this can be justi- 
fed in two ways. First, Thomas Hobbes, in Leviathan (1651), provides 
the groundwork for concluding that people bind together out of neces- 
sity and that by staying together they give their consent to having their 
rights abridged. John Locke noted that consent comes from both the 
right to exit and from the right to add voice to the democratic process. 
Citizens may leave the jurisdiction or may stay and voice their views to 
community representatives, who in turn enact property laws such as 
eminent domain." If a democratically elected legislature chooses to im- 
pose certain costs, taxes, or regulations, it is Kelo’s choice to stay and 
abide by these. By remaining, Kelo implicitly consents to the process 
by which laws are adopted and her rights impinged by policies such as 
eminent domain. 

Second, if a legislature exceeds its bounds, citizens have the right to 
seek redress from a jury of peers in an impartial court system. Seen in 
this light, the compulsion required to reach economic efficiency is not 
substantially different from that of paying taxes, which the constitution 
expressly permits for the purpose of enhancing “general welfare” (Arti- 
cle 1, Section 8, on the legislative powers of Congress). Defending cost- 
benefit analysis in this way draws on a second—and entirely different— 
type of ethical argument. It is no longer simply the outcome of maximizing 
preference satisfaction that can justify the policy; it is suddenly now the 
process by which we arrive at the outcome that matters! To defend cost- 
benefit analyses requires assuming the existence and use of institutions 
for safeguarding basic human rights and liberties through due process. 
Since rights are the flip side of duties, it is difficult to justify cost-benefit 
recommendations without relying on duty and other nonconsequentialist 
ethical considerations.” 

This insight adds another cloud around the science of cost-benefit 
analysis. It also raises a red flag of warning about application. Although 
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representative government and an independent judiciary can reasonably 
be assumed for the one billion people living in high-income countries, 
three-fourths of the world’s people live in societies in which democracy 
and due process are weak institutions if they exist at all. Welfare theory— 
and in particular cost-benefit analysis—is devoid of the necessary institu- 
tional preconditions when used in these societies. What is compulsory in 
a country with due process laws becomes coercive in a state lacking basic 
safeguards. To construct the world’s largest hydroelectric dam at Three 
River Gorges in China, for example, the communist authorities removed 
and resettled over one million residents along the Yangtze River. Let us 
construct an imaginary conversation between a well-meaning economist 


and a quizzical observer about this project: 


Well-nteaning economist: The Three Rivers Dam can be justified on 
the basis of benefit-cost calculations. The peasants produced only a 
modest economic output of rice on this land. The cost of relocating 
them is minor compared to the value of hydroelectricity produced. 
Building the dam generates a larger economic surplus and increases 
the capacity to satisfy preferences within Chinese households. It is the 
economically efficient thing to do. 

Ouizzical Observer: How did you calculate the cost to society of re- 
locating the peasants? 

Economist: In an ideal case, we would offer enough money to get 
families to move voluntarily. Specifically, we built new peasant vil- 
lages at another location and paid for their move. There was the cost 
of concrete, glass, wood, and so on, and the cost of new roads and 
schools. The residents ended up with bigger and more modern houses 
than before! 

Observer: Ah... so the peasants voluntarily chose to leave and go 
to the new village with the shiny new houses? 

Economist: Err .. . not exactly. There were massive protests. Many 
had to be forced, and those not complying were arrested. 

Observer: So, some peasants clearly valued their existing plots more 
than simply as a place for a house and garden? Did your cost calcula- 


tion include their subjective valuation of the land? 
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Economist: In some cases we try to measure “willingness to pay” for 
the scenic views lost. So, yes, we did survey some residents. 
Observer: If the goal of being efficient is to satisfy people’s preferences, 
but people are coerced and not allowed to choose what best satishes 
their own preferences, how is that compatible with their higher welfare? 
Economist: It’s simple: The winners from the dam will make more 
money than the losers will lose. Society as a whole will gain through 
a higher net economic value created, even though some losers may not 
be fully compensated for their losses. 

Observer: So, it is okay to kill Bob and give his kidneys to Sally and 
Fred, who are willing to pay a large amount for this to happen? 
Economist: No! Clearly not. There are basic human rights to con- 
sider. Not all types of compulsory actions are justified. There are 
moral boundaries. 

Observer: So, what you are saying is that the consequentialist theory 
of cost-benefit analysis requires much more to be a workable theory. It 
requires certain legal and property rights of citizens, impartial courts 
to adjudicate, fair and accountable public elections, and probably an 
independent press to boot. 

Economist: | hadn’t thought of it. I just assumed that... 

Observer: You assumed that Western institutions exist worldwide? 
You assumed omniscience on the part of the economic “expert” who 
would be independent and impartial in carrying out a scientific analy- 
sis? But isn’t the government paying for these cost—benefit studies? So, 
cost-benefit also requires a virtuous character on the part of econo- 
mists and government leaders who design and implement policies, so 
as to not be corrupted? 


Without free speech, political parties, fair courts, or the right to emigrate, 


citizens in China lack the ability to set the rules for public policy making 


and to ensure that they are fairly enforced. What is the meaning of “et- 


ficiency” in this setting? 


Economists trained in the early twentieth century were likely to be at- 


tuned to the institutional context for public policy analysis. An example 


of careful attention to background conditions is given in this 1960 paper: 
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“It is well to state explicitly at the outset that the society considered in 
this essay is the sovereign democratic state, that is, a modern Western na- 
tion, where law is made and enforced by a responsible government within 
the context of representative institutions.”*! Economists trained more re- 
cently, however, may be oblivious to these problems and continue to see 
cost—beneht calculations (even involving coercion) as providing a purely 
scientific answer to policy questions. Larry Summers, a distinguished 
academic and former chief economist for the World Bank, once distrib- 
uted a memo recommending that polluting industries in the United States 
be outsourced to Africa, where both incomes and life expectancies are 
lower. The memo was written by an aide, Lant Pritchett, and meant to be 
an ironic critique of welfare theory. Using impeccable cost-benefit logic, 
the memo deduced that “health-impairing pollution should be done in 
the country with the lowest cost.”“ The logic is impeccable: Citizens of 
a poor country indeed might prefer having a polluting industry—even if 
dangerous—than no industry at all. But when the memo was leaked, most 
readers did not get the joke. Such a model of Pareto choice assumes that 
villagers have well-enforced human rights in addition to property rights, 
that citizens enjoy the right to vote in fair elections, that an uncensored 
press can provide good information about the environmental risks, that 
violence cannot be used to intimidate workers or voters, and that an in- 
dependent judicial system can address grievances fairly when citizens are 
injured by the resulting pollution—in short, it assumes away virtually all 
the salient characteristics of most poor, developing countries.’ 

For these reasons, the focus on preference-satisfaction as the ideal way 
to judge an economic system, and on cost-benefit analysis as the mecha- 
nism for studying policy recommendations, is problematic in many parts 
of the world. An economist must at minimum make a normative judg- 
ment that the necessary institutions of due process and democracy are in 
place to justify efficiency enhancements using cost-benefit logic.™ Even 
with these judgments, other problems arise for assuming a pure science 
of welfare economics, adaptable to all countries. 

In this chapter we have identified four criticisms of economic welfare 
analysis (with others covered in the next chapter): one, that it focuses on 


a narrow measure of subjective individual outcomes (preference satis- 
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faction) and thereby ignores substantive measures of welfare; two, that 
distributional considerations are generally disregarded; three, that it re- 
lies on nonconsequentialist institutions and processes to protect human 
rights that are often missing; and four, that cost-benefit analyses of ef- 
ficiency entail intrinsically normative judgments. These criticisms do not 
mean cost—beneht analysis should be thrown out—because even a flawed 
approach can be an improvement over no analysis.** But it does suggest 
caution and humility in its application and interpretation. Let us explore 


this last point further. 


EFFICIENCY AS AN ETHICAL CONCEPT 
The preference-satisfaction view of welfare has been widely adopted by 
orthodox economists around the world, ensconced in a tradition over too 
years old. It is now so ingrained that the ethical filters of early utilitar- 
ian and neoclassical writers have been mislaid. Hence, many economists 
posit as uncontroversial the claim that economic efficiency is a scientific 
concept that can be separated from normative or ethical concerns. David 


Friedman, for example, argues: 


As an economist, I have no expertise in good and bad. | can, however, set up a 
“criterion of goodness” called efficiency. . ..Qne could object that the econo- 
mist, defining efficiency according to what questions he can answer rather than 
what questions he is being asked, is like the drunk looking for his wallet under 
the streetlight because the light is better there than where he lost it. The reply is 


that an imperfect criterion of desirability is better than none.” 


As a scientific endeavor, however, this “imperfect” criterion should be 
subject to thoughtful deliberation and debate. Lionel Robbins, one of the 
shapers of neoclassical theory, noted that the economic point of view was 
not meant to stifle ethical discussion. He regarded moral discourse as de- 
sirable, even necessary, for public policy analysis: “By itself Economics 
affords no solution to any of the important problems of life. I agree that 
for this reason an education which consists of Economics alone is a very 
imperfect education.””’ 

The selling of efficiency as a scientific concept, rather than a moral 


one, arises from at least three misconceptions, as follows. 
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1. Settled consensus issue. 

The first misconception is that this is a settled issue and requires no de- 
fense. The consensus argument is that once a critical mass of economists 
agree to adopt a particular version of welfare theory, the theory becomes 
“objective.” But consensus simply implies the existence of a shared moral 
norm, not the absence of moral arguments and normative debate. This 
is particularly true when the arguments that led to its adoption need pe- 
riodic updating or reconsideration. A moral norm flying under the radar 
becomes a dangerous obstacle to thinking: “When economists wax mushy 
on the virtue of what they call ‘efficiency,’ it is time to run for the hills, 
for they are selling a preferred moral doctrine in the guise of science.”** 

In promoting the concept of efficiency economists implicitly are adopt- 
ing an ethical framework. It is understandable that there might be con- 
fusion on this issue. Vilfredo Pareto and Arthur Pigou, two giants in the 
developing held of neoclassical economics in the early twentieth century, 
were part of a positivist movement that identified progress with empiri- 
cal measurement. They strove to find words that sounded scientific rather 
than value laden.*’ Nevertheless, the attempt failed and “economists claim 
to be positive scientists yet frequently use normative-sounding words.”*” 
Kenneth J. Arrow, a Nobel laureate, was acutely aware of the deliberate 
confusion arising from the choice of the word efficiency: “A definition 
is just a definition, but when the definiendum is a word already in com- 
mon use with highly favorable connotations, it is clear that we are really 
trying to be persuasive; we are implicitly recommending the achievement 
of optimal states.”’' Economists use the language of efficiency to per- 
suade as well as to describe. Converting all costs and benefits into dollar 
equivalents imparts the “ring of factual propositions .. . [that] are likely 
to obscure the evaluations implied.” 


2. Quantification is value free. 
This raises the second misconception, which is the belief that because an 
economic surplus can be estimated with numbers (for example, using dol- 
lar approximations), it is an objective measure of economic performance. 
However, although the economic surplus can be measured quantitatively, 
its interpretation and analysis relies entirely on subjective criteria. The 
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dollar value of the surplus means something only after economists add 
a normative interpretation—that rational preferences are being satis- 
hed, that satisfying preferences is the goal of an economic system, and 
that compensating losers is not necessary when assessing public policies. 
Evaluating the economy requires both facts and values. 

The criterion of being quantifiable does not confer any special rights: 
Alternative objective calculations can also be constructed. For example, 
the next chapter discusses Amartya Sen’s Human Development Index 
(HDI) as a substitute measure of human progress compared to the gross 
domestic product (GDP). If economists wish to talk about the size of the 
economic surplus as one factor affecting economic welfare, that is cer- 
tainly quite different from asserting that (by definition) aggregate mea- 


sures of surplus or income equate to economic welfare. 


3. Specialization justifies ethical agnosticism. 

A final misconception is that economists are skilled in their specialized 
tasks and have little to say about ethics; economists can ignore the sub- 
ject, secure that philosophers will cover it. The premise for this belief is 
false, given the number of Nobel Prize winners in economics who have 
productively delved into ethical topics.*’ It is more accurate to say that 
many economists have not yet learned the tools of ethical analysis; this 
book is intended to help fill that void. Adam Smith, who expounded the 
advantages of specialization, also noted its chief defect—it promotes 
ignorance.** 

Welfare economics remains “essentially an ethical subject” despite at- 
tempts to disguise it as science and notwithstanding the lack of awareness 
of many practitioners as to its moral origins and implications.** Ignorance 


may be bliss, but it is not an aid to critical thinking. 


JUSTIFYING THE ECONOMIC VIEWPOINT 
If you saw a $roo bill lying on the ground, would you bother to pick it 
up? Your answer is likely a resounding “Yes!” You probably have unful- 
filled desires and an extra $100—manna from heaven—could be used for 
many worthwhile things or even for frivolous things that would provide 
satisfaction to you or someone you care about. Economists are loath to 
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leave $100 bills lying on the ground like uncollected leaves. Being efficient 
means we have picked up all the $roo bills lying uncollected on the grass. 

One could say that economists are utilitarians who measure the sur- 
plus of pleasure over pain by dollar votes cast in the market. Waste occurs 
when advantageous trades go unrealized ($1oo bills are figuratively left 
lying on the ground). Waste is considered a bad outcome, whether of re- 
sources overused in production, of resources used to make products that 
are not the highest valued in the market, or of products going to those 
who do not value them most highly. When consumers and producers fail 
to complete a desired transaction—because a law prohibits trading or 
a law fixes the legal price above or below equilibrium—economists say 
this represents a waste called a deadweight loss: the diminished value 
to households of the consumer and producer surpluses (see Chapter 4). 

Under certain conditions markets can maximize the value of the eco- 
nomic surplus, resulting in efficiency. Laissez-faire markets would not 
always produce an efficient outcome because sometimes market failures 
prevent it: the absence of competition, asymmetric information, third- 
party effects (such as pollution), and public goods (like national defense). 
Neoclassical economists thus often support government intervention in 
markets when doing so would enhance the capacity to satisfy consumer 
preferences. 

Preference satisfaction as a measure of human welfare is an important 
concept that offers a powerful way of understanding markets and govern- 
ment policies. Every economist needs to have this idea in her or his tool 
kit. At the same time, this chapter has shown that efficiency and related 
cost-benefit calculations rely on ethical presumptions and arguments. 
Few textbooks examine the ethical underpinnings of welfare theory, and 
even fewer address the potentially coercive nature of policy recommen- 
dations arising from it. 


LOOKING AHEAD 
Although the Pareto test relies on voluntary trade and consensus is needed 
for change, the Kaldor-Hicks reformulation in the late 1930s took the 
step of asserting that aggregate measures of economic surplus can provide 


a measure of the welfare gains. As long as the net dollar surplus allows 
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winners to compensate losers hypothetically, the overall gain in welfare is 
asserted regardless of whether the gains go to those most well off and the 
losses go to those most vulnerable, and regardless of whether compensa- 
tion is actually paid. This is a huge ethical pill to swallow in the abstract. 
Amartya Sen, for example, calls the Kaldor-Hicks compensation test “ei- 
ther unconvincing or redundant.” It is unconvincing if no interpersonal 
utility comparisons assess the relative standings of the winners and losers 
(for example, are the winners all rich and the losers all poor?), and it is 
redundant if compensation is actually paid.’® In the eminent domain case 
of Kelo v. New London, discussed earlier, a compulsory trade is shown 
to enhance economic efficiency in the narrow Kaldor-Hicks sense but 
does so only by damaging the property rights of homeowner Suzette Kelo. 

We turn in the next chapter to additional critiques of the preference 
satisfaction view of welfare. 


97 


CHAPTER 6 
Critiques of Welfare as Preference Satisfaction 


This chapter explores criticisms of the economic welfare model. 

If preference satisfaction is not the Holy Grail of human welfare, this leads 
to different accounting measures of success. It could also imply a role for 
paternalism in government policies designed to improve direct measures of 
well-being. The chapter concludes with an appeal for greater pluralism in 


evaluating economic outcomes and processes. 


ASKING THE RIGHT QUESTIONS 
You chambermaids are used to spying through a keyhole, and so from the tiny 
details that you actually see you often draw grand but false conclusions about 
the whole thing. 


—FRANZ KAFKA! 


Critics of the neoclassical worldview draw on Kafka’s metaphor, arguing 
that economists reach “grand but false” conclusions by looking through 
a keyhole and drawing a partial or distorted picture of social welfare 
that lies behind the door. An ancient Indian legend likewise tells of six 
blind men who encounter an elephant; each touches a different part of 
the beast (the trunk, the tusks, the tail, the side, and so on) and pontifi- 
cates on the whole from this partial impression. The moral of the story 
is that “each is partly in the right, and all are in the wrong!”* To some 
detractors the economic approach of focusing on preference satisfaction 
as the only measure of welfare suffers from the same problem: It is at best 
incomplete and, in some circumstances, could be morally repugnant. Let 
us take a look at these arguments. 

It is not possible to assess all the criticisms of neoclassical welfare 
theory in this chapter; in-depth reviews are available elsewhere.’ Chap- 
ter 4 notes that the “economic way of thinking” can be used to achieve 
ends besides the outcome of preference satisfaction; hence, some confusion 
arises when economists talk about efficiency as a broad consequentialist 
methodology, as compared to economic efficiency in a narrow technical 


sense. In the broader sense, economic metholodology is pluralist, admit- 
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ting of many possible outcomes. This chapter focuses on the narrow lens 
of economic efficiency as containing a specific normative value of prefer- 
ence satisfaction; this is the way many students learn to evaluate market 
outcomes. We begin with a review of normative economics as an instru- 
mental theory of well-being. The following section explores criticisms 
leveled at preference satisfaction as a means of enhancing welfare. The 
next section, “When Goals Conflict,” demonstrates the trade-offs that 
exist between efficiency and other goals. The section after that, “Alter- 
native Measures of Welfare,” uses these criticisms to develop alternative 
indicators of economic development. The concluding section explores a 


pluralist approach as a viable means of evaluating the economy. 


Instrumental Well-Being 

Instrumental theories of human well-being focus on indirect measures of 
goodness. Economists tend to focus on monetary values because a me- 
dium of exchange serves as an all-purpose measure for things that are 
important to humans. Money is instrumentally good because it provides 
Frank with the means to acquire what he truly values—the nutrients to 
sustain life. Hence, when economists equate a higher GDP per capita with 
higher well-being, they are using an instrumental or intermediary theory 
of well-being. Economists take it as self-evident that rational people use 
money to satisfy their preferences and that satisfying preferences enhances 
well-being. Economists do not try to define what ultimate well-being is 
or ought to be. To do so would question the choices made by individuals, 
who presumably know what enhances their own well-being better than 
anyone else. The Latin adage, “de gustibus non est disputandum” captures 
this meaning; In matters of preference and taste, there can be no disputes. 

To briefly review Chapters 4 and 5: Economists try to address the 
problem of market evaluation by using an appealing story of individual 
exchange. If people voluntarily trade with others, it is reasonable to as- 
sume that the dollar value created by that exchange—minus the costs in- 
volved—will generate a surplus or net benefit that can be calculated and 
added up across everyone in society. Economists are careful to say that 
the benefits and costs must be measured whether they are explicit (like a 


wage) or implicit (like the value of one’s time). In addition, it is important 
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to measure costs and benefits that are external to the transaction (like 
pollution). Once these accounting problems are addressed, the standard 
economic approach solves the problem of “what” outcome to measure by 
selecting the highest economic surplus generated by voluntary exchange. 

The orthodox economic approach assumes that every dollar value 
created for one person is equivalent to a dollar value created for anyone 
else. For example, if one exchange yields $5,000 net value to Bob, and a 
different transaction yields a $500 net value to Susan, economists think 
it is acceptable to add up these two amounts as equivalent increases to 
social welfare: The economy has produced an increase in overall value 
to society of $5,500. Someone might provide additional information by 
pointing out that Bob is a millionaire and Susan is destitute. Hence, 
Susan’s gain of $500 might actually entail a better outcome for social 
welfare than Bob’s gain of $5,000. However, standard economics gives 
Bob’s gain ten times the weight of Susan’s in evaluating social welfare. 
The orthodox approach to efficiency ignores who in society gets to 
enjoy the value produced, and interpersonal comparisons of utility or 
welfare are eschewed. 

In this ethical system “waste” occurs when (a) we use resources 
without regard for their scarcity, measured by accurate price signals; or 
(b) when we do not make the correct mix of products that satisfy people’s 
preferences; or (c) when we do not get products into the hands of those 
who are willing and able to pay the most for them. The Pareto test for 
the existence of waste asks us to imagine a world in which there are $100 
bills lying around on the ground. Being more efficient implies that every- 
one can be made better off, or at least that some can be made better off 
without hurting others, by allowing people to pick up these $100 bills. 

But, as we noted in Chapter 5, this is a questionable metaphor for 
public policy: It is generally not correct to imply that Melinda can reach 
out and grab $roo bills that are waiting to be picked up. The reason is 
that some of the $100 bills are already in Katherine’s wallet! In other 
words, most policy changes impose involuntary costs on some citizens 
even if the change generates a net surplus overall. Efficiency cannot mean 
voluntary exchange when a policy is implemented and compensation to 


losers is generally ignored. Coercion is sidestepped in the Kaldor-Hicks 
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formulation by assuming that institutions and processes protect basic hu- 
man and legal rights. These assumptions are not met in many developing 
countries, even though economists use cost-benefit analysis as if it were 
scientifically adaptable to any economy. 


QUESTIONING PREMISES 

The standard welfare model relies on key premises: that individuals are 
the locus of decision making, that individual preferences are predeter- 
mined and stable, that individuals make rational choices to satisfy their 
preferences, that satisfying individual preferences through voluntary 
trade enhances well-being or welfare, and that basic human rights are 
protected through a justice system and democracy, so that losers, even if 
not compensated, are protected by procedural fairness. 

Chapter 7 explores the moral limits to markets based in part on the 
alleged involuntary nature of some exchanges. This chapter focuses on 
whether preferences (as opposed to other substantive measures) should be 
used as proxies for welfare. The following are six criticisms of the prefer- 


ence satisfaction approach. 


r. False Beliefs. 
Most preferences are governed by beliefs. People’s voluntary choices may 
not translate into higher welfare if these beliefs turn out to be false. Fig- 
ure 6.1 shows the connections between beliefs, preferences, behaviors 
and outcomes. 
Suppose Adam is a sixteen-year-old boy who believes that he is per- 
fectly capable of operating a Harley-Davidson motorcycle at roo mph, 


FIGURE 6.1. Beliefs, preferences, and well-being. 
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Beliefs about the world are the basis for preferences, which in turn influence 
behaviors and outcomes. A learning curve (dotted line) shows that beliefs are 
subject to correction. 
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because he has done so using computer simulation. Adam’s preference 
to race a motorcycle is based on the false belief that a computer simula- 
tion is a good proxy for the real experience. Does it enhance a teenager's 
welfare to let him act on this belief? Would buying a Harley-Davidson 
motorcycle enhance Adam’s welfare? If you are libertarian the answer 
is unequivocally “yes,” because making mistakes is the only way Adam 
can learn, via the feedback loop between outcomes and beliefs (the dot- 
ted line in Figure 6.1). A famous saying in consumer economics is “ca- 
veat emptor”—let the buyer beware. Experience is often the best teacher. 

If you are paternalistic, however, the answer to the motorcycle ques- 
tion is “no,” because Adam may never get a second chance to learn: Some 
mistakes are fatal. Teenage death rates from motor vehicle accidents are 
far higher than for adults. One reliable finding from behavioral econom- 
ics is that most people (particularly teenagers) consistently overestimate 
their own abilities. Said differently, they hold false beliefs. Satisfying 
preferences is a questionable way to enhance welfare if preferences are 
based on false beliefs. 

Richard Thaler and Cass Sunstein argue that false beliefs and irratio- 
nality are consistently found in the population and hence that “mild pa- 
ternalism” is justified in some public policies to “nudge” people to make 
the right choices for their own welfare.* Choice architecture refers to the 
framing of options in a way that prods the decision maker toward the 
desired outcome. Special licenses and classes might be required to operate 
motorcycles, especially by teenagers. In another setting, business firms 
could automatically enroll employees in savings plans as the “default” 
option, rather than requiring special action. 


2. Preferences for Bad Things. 
Melinda may prefer a product like heroin even though she knows it is bad 
for her and will reduce her welfare. This suggests a problem arising either 
from a breakdown in her rationality (inability to choose the right means 
to her own desired good ends) or a breakdown in her willpower (inabil- 
ity to carry out the right means to her good ends). Satisfying preferences 
may no longer be justified if it can be shown that Melinda’s preferences 
are destructive of her welfare. For these reasons, as with false beliefs, pa- 
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ternalistic government policies would seek to improve welfare by denying 
Adam and Melinda the right to buy what they want. 

The presumption that a paternalistic government agent could better 
know one’s welfare than oneself is difficult to accept, however. Friedrich 
Hayek, a fervent supporter of markets, devoted his Nobel Prize lecture 
to the idea that well-meaning economists delude themselves with the 
“Pretense of Knowledge.”* Much government intervention presupposes 
that bureaucrats know much more than they are capable of knowing. To 
Hayek, it is arrogant to imagine that policy makers can understand, much 
less accurately manipulate, the world. 

Paternalism may also run afoul of Kantian ethics: Treating Adam and 
Melinda as children deprives them of the respect owed to each person.‘ 
Moreover, the value of freedom is enhanced when people can develop 
through learning from their mistakes. However, the issue is complex be- 
cause Melinda herself may have a “metapreference”—that is, a preference 
about her preferences! Melinda’s metapreference is that she be free of her 
heroin addiction, and she may welcome the paternalistic hand that slaps 
the heroin needle out of her grasp. Is welfare enhanced when Melinda’s 


preference for heroin or her metapreference for no addiction is achieved? 


3. Preference Conflicts and Identity Integration. 

The previous point raises a key issue: Are we just one person with one 
set of preferences, or are we multiple selves? Brian has a term paper due 
on Monday, yet he longs to take Sunday off to watch football games. His 
preference today is to goof off; but his preference on Monday will be that 
he had written the paper on Sunday. Which multiple preference set should 
economists try to satisfy? As Brian’s situation illustrates, preferences can 
be “dynamically inconsistent,” reflecting the conflict between our dif- 
ferent selves. We are our past selves, we are our present selves, and we 
are our future selves. To get the paper done, Brian’s current self must be 
altruistic toward his future selves by disregarding today’s preferences for 
watching football and substituting Monday’s preference that he sacrifice 
and write the paper today. 

We are often confronted with the need to be “altruistic” toward our 
future selves. Investments in saving more today, exercising, eating right, 


103 


CRITIQUES OF WELFAKE AS PREFERENCE SATISFACTION 


and so on, require that we suppress our current preferences in favor of 
promoting the foreseeable enjoyment of our future selves. We are all 
“trustees of all our possible future selves” and an individual must develop 
a fiduciary relationship toward that future self based on trust and duty.’ 
But why should anyone take painful steps today to satisfy the preferences 
of some future “selves” that we haven’t even met yet? The only way that 
satisfying preferences in the present will produce future well-being is if 
personality is integrated among past, present, and future selves. This im- 
plies identity, coherence, and deep knowledge of who we are and where 
ultimate good derives from. In short, this may require a virtue ethics un- 
derstanding of commitments to our future selves. 

The ancient philosophers thought that the virtues were a set of habits 
necessary for a good life. Prudence means using common sense or reason 
to discern right action, such as what is the proper duty toward one’s future 
selves. Temperance means moderation of our passion for current plea- 
sure. Both prudence and temperance require the discipline of willpower 
or self-control, supported by the other virtues—courage, justice, faith, 
hope, and charity. It takes a village of virtues to overcome the problem 


of dynamic inconsistency. 


4. Endogenous Preferences. 
Where do preferences come from? The orthodox model assumes that 
preferences are innately “given” to autonomous individuals as if by “Im- 
maculate Conception.”* But what if preferences are not so naturally prede- 
termined? Instead, consider whether preferences are “endogenous”—that 
is, created by the economic system itself. Frank Knight, one of the great 


economists of the twentieth century, worried about this problem: 


In organizing its value scale, the economic order does far more than select and 
compare wants for exchangeable goods and services: its activity extends to the 
formation and radical transformation, if not to the outright creation, of the 
wants themselves; they as well as the means of their gratification are largely 
products of the system. An examination of the ethics of the economic system 
must consider the question of the kind of wants which it tends to generate or 


nourish as well as its treatment of wants as they exist at a given time.’ 
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If preferences are socially constructed, “We cannot afford to neglect the 
processes by which cultures are created and by which preferences are 
learned.” Billions of dollars are spent on advertising each day, of which 
only some is informative and the rest intended to persuade. A television 
commercial shows a beautiful couple smiling as their convertible races 
along California’s mountainous coastal highway. This evocative image 
intends to sway preferences in favor of luxury and speed and away from 
prudence and frugality. lf preferences are amenable to such propaganda, 
does that mean the market is simply satisfying unstable whims? If so, this 
might justify paternalistic rules such as a three-day “cooling off” period 
for returns after a major purchase like a car or house. 

The widespread existence of manufactured preferences casts a shadow 
over the moral justification for markets: It is circular to argue that mar- 
kets perform a valuable function by satisfying preferences if the market 
itself creates them. Indeed, a strong critique of capitalism is that markets 
create desires that previously did not exist—hence people may teel worse 
off after market penetration and saturation advertising. In such a view, 
preferences are “polluted” by the market.” 

From a public health perspective, polluted preferences can be harmful 
if they manipulate medical care treatment. The United States and New 
Zealand are the only two economically advanced countries that permit 
direct-to-consumer advertising of prescription drugs. Pharmaceutical 
advertising was permitted in 1976 by a Supreme Court decision on com- 
mercial free speech. Voting against the majority, Justice William Rehnquist 
cautioned that “the societal interest against the promotion of drug use 
for every ill, real and imaginary, seems to me exceptionally strong.” ™ 

The paternalistic rationale for banning pharmaceutical advertising 
is that patients should discuss prescriptions with their doctors who will 
better know the appropriate medicines to prescribe. Direct advertising 
may create patient wants before ascertaining patient needs—skewing in- 
formation because drug companies have no incentive to advertise generic 
medicines that are cheaper than patented medicines. After the FDA re- 
laxed warning disclosures for electronic ads in 1997, it became possible 


to advertise prescription drugs on television. 


1oO§ 


CRITIQUES OF WELFAKE AS PREFERENCE SATISFACTION 


If persuasive advertising is effective, why not alter preferences directly 
as a way of enhancing well-being? Western society is built on a market 
ethic of maximizing consumption, while Buddhist society in south Asia 
focuses on minimizing desire. Becoming Buddhist means letting go of 
one’s wants through a process of detachment from one’s preferences. 
Logically, one can feel content even if poor, if one has few desires; or, one 
can be rich and still feel miserable if many preferences remain unsatished. 
Hence, satisfying preferences is no panacea for achieving a mental state 


of happiness or peace of mind." 


5. Substantive Well-Being. 

The view that only preferences matter runs into further critiques from 
those who administer public policy programs. If preferences alone matter, 
then the best welfare policy is simply to give qualifying poor people cash 
payments, with which they can buy whatever they desire." This approach 
is efficient in an economic sense as discussed in the Second Fundamental 
Welfare Theorem (Chapter 5). But what about a poor person who uses 
the cash to satisfy a preference for gambling on horse races? Most tax- 
payers would insist that government payments should go toward urgent 
substantive needs, such as housing, food, or health care—even though 
this approach is “inefficient” in terms of satisfying preferences. The issue 
of substantive welfare versus preference welfare plays an important role 
in evaluating some public policies. We return to the issue of substantive 
well-being in the section on “Alternative Measures of Welfare.” 


6. Whose Preferences? 

Some preferences may matter even if they are not reflected in market 
transactions. Suppose Brian buys a plagiarized term paper for 535 rather 
than writing his own. Although Susan is not in the market to buy aterm 
paper, she cares about this market because she thinks cheating is intrinsi- 
cally unfair, regardless of the consequences to her own or Brian’s grades. 
As with antisocial preferences, satisfying Brian’s preference for a bought 
term paper has a decidedly mixed impact on welfare." Moral limitations 
of markets arise from such considerations. 

An enormous category of people who cannot participate in the mar- 


ket as autonomous agents are those who have not yet been born: future 
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generations. Should an economic system consider only the preferences of 
current consumers, regardless of its sustainability over time? The welfare- 
as-preference-satisfaction view to some extent disenfranchises the experi- 
ences of everyone not currently in the market.'’ Many times this omission 
would not seem to matter. If consumer preferences for red cars cause the 
market to make more red cars today, this seems like a good thing—re- 
gardless of whether people who are not yet born like the color red. But 
a starving child also has no preferences that can be observed in the mar- 
ketplace. If distributional issues matter for welfare, then satisfying pref- 
erences alone will be problematic (see Chapters ro and rr). 

These critiques caution us that preference satisfaction may not be 
synonymous with maximizing social welfare in all cases. The following 
section investigates further by examining the potential conflicts between 
preference satisfaction and other goals. 


WHEN GOALS CONFLICT 

We began Chapter 2 by listing some of the alternative “good things” that 
people might want from an economic system, such as freedom, national 
defense, a social safety net, and so on. Satisfying preferences is certainly 
one of the important goals, but the question we continue to explore is, 
“Should preference satisfaction hold a privileged position over other 
goals?” In broad terms, “efficiency” means being on the frontier of what 
is currently possible given resources and technology. But which goal fron- 
tier should we be on? People desire a variety of outcomes in addition to 
preference satisfaction. Economists walk a slippery slope when they im- 
ply that there is an objective and impartial basis for choosing preference 
satisfaction as the goal of the system. 

A popular economics textbook illustrates the misconception. The au- 
thors carefully note that “efficiency is not the only goal” of society. But 
they go onto say, as if it were a scientific truth, that “efficiency should be 
the first goal” of social policy. The authors base this claim on the asser- 
tion that being economically efficient “enables us to achieve all our other 
goals to the fullest possible extent.”'* This last statement implies that ef- 
ficiency is in fact the only good outcome because there is some process 


of alchemy that can magically transform satished preferences into any 
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other desirable outcome at no cost. Most economists readily admit that 


difficult trade-offs exist between efficiency, equity, and other desirable 


goals such as saving lives or preserving property rights. There are diverse 


economic problems and a single definition of the economic “goal” is not 


capable of tackling all of these.” The following examples illustrate some 


immutable trade-offs: 


Fuel Efficiency: Your car’s fuel efficiency is measured by miles per 
gallon (mpg). But achieving higher mpg might require making a car 
lighter, and a lighter car might not be as safe. Hence, achieving greater 
fuel efficiency might reduce the efficiency in saving lives in car acci- 
dents. Although fuel efficiency and savings lives are two stated and 
objective goals of public policy, neither is actually the desired goal of 
satisfying preferences. Because consumers may actually desire cars 
with the attributes of faster speed and greater power, being efficient 
at satisfying consumer preferences could reduce both fuel efficiency 
and safety.*° 

Saving Lives: A doctor typically strives to achieve the goal of saving 
the most lives possible. Suppose an emergency room doctor has only 
two pints of blood on hand and no chance of getting more today. Three 
patients in critical condition are admitted: Abel and Barb each need 
one pint of blood to survive, and Carlos needs two pints of blood to 
survive.?! What should the doctor do? If the doctor’s goal is to “save 
the most lives today” then the answer is obvious: He should provide 
one pint of blood to Abel and one pint to Barb. Carlos would die, but 
the most lives possible were saved given scarce resources. Blood was 
used “efficiently” to achieve the medical objective today. 

Economic efficiency does not define the goal as “saving the most 
lives today” but as “satisfying the most preferences today.” This 
means that if Carlos pulls out a wad of cash and offers the highest 
price for the two pints of blood, economic welfare is maximized when 
he is allowed to buy the blood. Abel and Barb would both die, but 
resources (that is, blood) would flow to their “highest” economic 
use. This outcome creates the largest economic surplus but is not 
efficient at saving the most lives today. It is not possible to do both! 
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Medical efficiency and economic efficiency are not complementary 
in this short-run example. 

To summarize, resource allocation cannot be analyzed indepen- 
dently from the normative selection of a goal. Economics in the ab- 
stract—* maximizing subject to constraints”"—is meaningless until it 
is applied, and in its application a value judgment is rendered. Saying 
that economic efficiency “enables us to achieve all our other goals to 
the fullest possible extent” misses this important distinction. 

* Dynamic (Long-Run) Efficiency: One could argue that the higher price 
Carlos paid for blood in the previous example would make it profitable 
for suppliers to generate more pints of blood today and particularly 
in the future. With a profit motive, the market could eventually save 
more lives, compared to what would happen if doctors allocated blood 
solely by medical need and not ability to pay. Markets can thus be 
justified on the basis of innovation and growth as important economic 
objectives, in addition to static efficiency (such as satisfying today’s 
preferences). Dynamic efficiency concentrates on achieving the goal 


of increasing the preference satisfactions in future time periods. 


There are well-known trade-offs when trying to satisfy current pref- 
erences rather than future preferences. For example, monopolies are in- 
efficient in the short run because they reduce outputs and raise prices. 
However, granting a patent monopoly to an inventor creates an incentive 
that spurs long-run innovation. Hence, patents promote future inven- 
tions but hurt short-run efficiency.*> Textbook authors routinely glide 
over the sudden and unexamined switch in goals from static to dynamic 
efficiency, but the ethical implications are huge. Whose interests should 
count: those of present or future consumers? By what moral standard 
do we make such a decision? If the static efficiency view is replaced by 
dynamic efficiency, what other goals should likewise be reconsidered 
on moral grounds? 

Libertarian economists (who often promote freedom over all else) are 
suspicious of short-run efficiency as a guide to policy because it could 
involve heavy government regulations (as in monopoly control). Austrian 
school economists favor a long-run perspective in which freedom of entry 
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and exit provides a landscape for dynamic innovation. In a famous pas- 


sage, Joseph Schumpeter outlines this approach: 


The fundamental impulse that sets and keeps the capitalist engine in motion 
comes from the new consumers, goods, the new methods of production or 
transportation, the new markets, the new forms of industrial organization that 
capitalist enterprise creates. .. incessantly destroying the old one, incessantly 
creating a new one. This process of Creative Destruction is the essential fact 


about capitalism.~* 


Satisfying current preferences is less important to libertarians than pro- 
viding a legal framework of property rights and markets that encourages 
freedom and steady innovation over the long run. 

To recap, economic efficiency is a measure of whether the preferences 
of current households are potentially maximized given the existing allo- 
cations of income and wealth. It is not the case that economic efficiency 
will always allow individuals to better achieve their other goals, because 
trade-offs exist. Hence, a broader discussion is warranted about other 


desirable outcomes and how public policies can help achieve them. 


ALTERNATIVE MEASURES OF WELFARE 
Amartya Sen won the Nobel Prize in 1998 for his work understanding 
poverty and famine around the world. Sen is a notable proponent of the 
view that economists need to better understand the legitimate role of 
ethical discourse in the discipline. In On Ethics and Economics (1991) 
Sen argues that economic efficiency is a vacuous standard of evaluation. 
Although the size of an economic surplus may be an interesting number 
to calculate, it should not provide the main basis for appraising an econ- 
omy. Sen observes, “An economy can be optimal in [the Pareto] sense 
even when some people are rolling in luxury and others are near starva- 
tion. .. . In short, a society or an economy can be Pareto-optimal and 
still be perfectly disgusting.”~’ By assessing outcomes only on the basis of 
dollar votes, economists eschew any substantive account of what makes 
life worth living. In other words, economists operate ina “barren infor- 
mational landscape.”*° The value to society of a hot dog (or any other 


product) is said to be measured only by the amount that someone offers 
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to pay for it. To critics, the value of a hot dog could also be considered 
in relation to how much substantive benefit it can provide—for example, 
through calories and nutrients in the diet. 

Using a substantive approach, one could make reasoned judgments 
about the needs of people in society. “Needs” are said to be things re- 
quired for basic survival; “wants” are everything else. The demand curve 
we studied in Chapter 4 makes no distinctions about why people buy; it 
is impossible to say whether Joseph bought a hot dog based on “need” 
or “want.” The difficulty of discerning needs from wants was noted by 
Adam Smith, who mused that even a common laborer would need a linen 
shirt to be seen in public without shame. He states, “By necessaries I un- 
derstand not only the commodities which are indispensably necessary 
for the support of life, but whatever the custom of the country renders it 
indecent for creditable people, even of the lowest order, to be without.””’ 
Hence, “need” can only be defined in light of psychological, social, and 
ethical norms, and not simply based on biological necessity. A strictly 
Orthodox Jew offered a pork hot dog may have the nutrients to live, but 
it may not be a life considered worth living. Moreover, it is impossible 
for scientists to answer objectively the question, “How many calories per 
day are needed to sustain life?” To answer this, one would need to define 
“sustain.” Do we mean kept barely alive, or do we mean functioning in 
peak condition?** 

Although interpersonal comparisons of utility have been decried in 
economics since the early 1930s, Sen believes that “rough and ready” in- 
terpersonal comparisons can aid decision making and potentially solve 
Arrow’s impossibility problem. Sen’s Nobel Prize address is appropriately 
entitled, “The Possibility of Social Choice.””’ Here is an application of 
Sen’s idea. Suppose that scarce hospital resources can be used for only 
one operation, and there are two options: One is to perform life-saving 
surgery on Katrina, a three-year-old orphan; the other is to perform mi- 
nor cosmetic surgery on Paris Hilton, a wealthy heiress. It defies most 
people’s common sense (and moral intuition) to insist that we cannot dis- 
tinguish between needs and wants in this situation. Likewise, a Chanel 
diamond-encrusted handbag sells for $261,000 to a bored socialite;* that 


same money can buy 800 tons of wheat that can feed a village of 4,000 
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starving Somalis for a year. Most people could agree that we can make 
distinctions between these purchases, even if economic theory refuses to 
discern them. 

Sen would admit that interpersonal comparisons of mental states— 
like utility or happiness—are problematical, for the reason that “Utilities 
may sometimes be very malleable in response to persistent deprivation.”*! 
For example, a woman living in a gender-discriminating society in which 
she cannot legally drive may come to accept that deprivation with an al- 


tered set of preferences: 


She may take whatever pleasure she can from small achievements, and adjust 
her desires. ... But her success in such adjustment would not make her depriva- 
tion go away. The metric of pleasure or desire may sometimes be quite inad- 


equate in reflecting the extent of a person’s substantive deprivation.” 


Sen notes that there are other sources of information for interpersonal 
comparisons that can be used for assessing policies that have distribu- 


tional impacts, as shown in the following section. 


GDP as a Measure of Well-Being 

The traditional economic approach measures progress as an increase in 
gross domestic product (GDP) per capita.” During the Cold War of the 
mid-twentieth century the GDP growth rate became a “national virility 
symbol” not only for rich nations but also for developing countries.™ 
However, many emerging nations like Brazil had booming GDPs in the 
1960s yet experienced large and rising disparities of income and wealth. 
Many Brazilian social workers recorded the dire need of starving peas- 
ants for food, even though their “preferences” lacked effective buying 
power in the market. How should Brazil’s “economic miracle” be evalu- 
ated in this case? 

As reported in Chapter 1, in 2009 five Nobel laureates in economics 
pushed for a more nuanced approach to understanding human welfare.” 
In some circumstances, GDP provides a distorted view of the trends of 
human progress and provides no indication of sustainability. Well-being 
is “multidimensional” and requires a multitude of indicators in addition 


to the aggregate and indirect measure of market activity. The problem 
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of interpretation is acute because of the way GDP growth puts more em- 
phasis on those who already have higher incomes. That is, a 10 percent 
growth in income of a rich person proportionately counts more than a 
ro percent growth in income of a poor person: The share of income pro- 
vides the weights. 

Alternative measures assess social welfare on the basis of whether 
a rising economic tide is “lifting all boats.” Sen notes that “a partial 
ordering of a complete welfare indicator” is preferable to “a complete 
ordering of a partial welfare indicator” that omits distributional im- 
pacts.*° For example, much welfare-enhancing domestic production 
goes unreported because it is carried out in nonmarket settings (for 
example, caring for family members). To Sen, broadening the base 
of information deepens our understanding of economic processes and 
enriches the evaluation of policies. He argues that a better measure of 
development relates to capabilities. One way this idea has been imple- 
mented is through the creation of a Human Development Index (HDI), 
a hybrid of instrumental and substantive measures of welfare. The HDI 


is addressed in Chapter rr. 


Agency versus Well-being 
To continue with Sen’s critique, the standard efficiency view is selectively 
objective: It throws out information that doesn’t fit a predetermined nor- 
mative viewpoint. As in Kafka’s Castle, economists peer through a keyhole 
and reach “grand but false conclusions” based on this selective attention. 
Sen argues economists need to broaden the range of what is considered for 
evaluation: “We can see the person, in terms of agency, recognizing and 
respecting his or her ability to form goals, commitments, values, etc., and 
we can also see the person in terms of well-being.”** Suppose Mahira has 
a preference that candidate X win an upcoming election. But the act of 
voting imposes costs on Mahira, such as time away from work. Mahira 
has little expectation of receiving higher well-being from voting because 
her individual vote is likely irrelevant to the outcome and her candidate 
has little chance of winning. A calculation of efficiency would suggest 
that if Mahira votes, her behavior is irrational because it is not expected 


to satisfy her preferences. 
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However, Mahira may not be motivated by her expected well-being 
so much as by her agency. Agency is the capacity of a person to act in 
the world in terms of his or her own values and goals. Agency relates to 
who we are, not necessarily to our state of well-being (the two concepts, 
although interdependent, are distinct). For Mahira, voting is intrinsically 
worthwhile and not because of instrumental welfare benehts. A commit- 
ment to voting arises from Mahira’s motive to do what is right as a citi- 
zen, and this commitment often “drives a wedge between personal choice 


49 


and personal welfare. 


Happiness 

In recent years some economists and psychologists have also advocated 
happiness as an alternative index to GDP per capita or other measures 
of well-being.” Bhutan, a country in South Asia with a large Buddhist 
population, has formally adopted gross national happiness (GNH) as its 
official goal of development policy. In this view, welfare is not the satis- 
faction of preferences (which, as noted, may rely on bad beliefs and other 
problems); rather, welfare is synonymous with happiness. 

The happiness indicator revives, in some ways, the classical utilitar- 
ian viewpoints we explored in Chapter 2. To Jeremy Bentham, happiness 
meant the hedonistic difference between pleasure and pain. To John Stu- 
art Mill, happiness reflected experiences of a more refined nature, involv- 
ing moral sentiments and intellectual pleasures. This raises immediate 
problems with trying to measure human welfare using happiness: What 
does the term mean? Happiness could mean a judgment or appraisal of 
how one’s life has gone to that point (with anticipation of the future), or 
happiness could simply mean an affective sentiment, a feeling, a matter 
of mood at the moment. 

There are a variety of ways of asking people about their happiness 
or life satisfaction, and the answers given would not necessarily be 
comparable. For example, a five-step scale question asks: “How happy 
do you feel as you live now? (1) very happy; (2) fairly happy; (3) nei- 
ther happy nor unhappy; (4) fairly unhappy; or (5) very unhappy.” Can 
any useful interpersonal comparisons be made of the answers? If John 


rates his happiness as “1” and Johann rates his as “2,” do we have con- 
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fidence that these numbers have any absolute or relative meaning? For 
example, some cultures socialize people to be modest, and it may ap- 
pear to be bragging to claim too much happiness. Or someone who is 
desperately unhappy may have been socialized to put on a “happy face” 
for strangers who come knocking on the door asking survey questions. 
Defining, measuring, and interpreting something as fluid as happiness 
is a huge difficulty.” 

Nevertheless, researchers have reported that the relationship between 
per capita income and happiness appears to be positive, but there are di- 
minishing returns as income increases. Hence, a $1,000 increase in income 
to a poor person has a larger expected impact on happiness than the same 
dollar increase accruing to a rich person. However, causality may run in 
both directions: A happier person may earn more because happiness is 
an aid to social capital that produces success in some occupations (such 
as sales). Overall, differences in income appear to explain only a small 
proportion of the differences in happiness between persons. 

Both the substantive measures of welfare (as in the hybrid HDI) and 
the self-reported measures of happiness generally show a positive cor- 
relation with GDP per capita. However, the distinctions and nuances 
raised argue in favor of a pluralistic account of welfare that goes beyond 


income measures alone. 


Economics Redefined 
One reason people evaluate the economy in different ways is that they 
have different conceptions of the economic problem. Lionel Robbins pro- 
vides a commonly used definition: 


Economics is the science which studies human behaviour as a relationship be- 


tween ends and scarce means which have alternative uses.*" 


In proposing the ends and means definition, Robbins sought to stretch 
the boundaries of the field beyond the confines of his day (the 1930s), in 
which economics was limited to explaining only the causes of material 
welfare. Robbins expands it to include any outcome-directed activity in 
which there are resource constraints. Hence, modern economists like 


Gary Becker use the model of preference satisfaction under constraints 
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to understand the choice of family size, the decision to marry or divorce, 
and crime as a career option.” 

In light of the additional outcomes and nonconsequentialist approaches 
considered important by many people, an even broader definition may 
be warranted: 


Economics is the systematic study of the patterns of individual and group be- 


havior used for the provisioning of the socio-cultural-material system.** 


In addition to satisfying preferences, this definition can encompass rules, 
duties, commitments, and virtues in economic life, as well as the study of 
cognitive mechanisms that are not consciously controlled yet likely play 
some role in some economic activity.‘ It encompasses concerns for pro- 
cedural justice as well as for outcomes and better captures the dynam- 
ics of social interaction in which trust and fairness are crucial aspects of 
exchange.*® 


SOLUTIONS TO THIS CHAPTER’S CRITIQUE 

It is tempting to argue (in a circular fashion) that choices reveal welfare- 
enhancing preferences and that welfare is whatever is revealed through 
preference-enhancing choices. By ignoring nonconsequentialist ethical 
frameworks and insisting that all actions reflect only utility based on 
preference satisfaction, economists construct “an extremely limited way 
of assessing social achievement.””” One Confucian writer playfully notes, 
“Four thousand years of efficient living would ruin any nation.” The 
problem with efficiency is that it cannot produce all the desirable out- 
comes (or desirable processes) that society demands of its economic sys- 
tem. Maximizing the economic surplus has numerous desirable features, 
but it may fail to enhance individual or overall well-being if, as discussed 
earlier, preferences rely on false beliefs and are polluted, or if income and 
wealth distribution are highly skewed. Efficiency cannot, to continue the 
Confucian critique, provide a credible philosophy of living. 

In recent years development economists have shifted their focus from 
instrumental theories of well-being to substantive ones. Rather than rely- 
ing on income alone as the only measure of economic success, economists 


are now examining success as a family might around the table. Families 
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discuss literacy, health, life expectancy, freedom, and other components 
of agency. Substantive measures of well-being directly examine what is 
“intrinsically good” about human life—that is, what is good for its own 
sake and not any ulterior purpose. 

There are problems with both instrumental and substantive theories of 
human well-being, and readers should note that the subject is controver- 
sial. Some economists see government playing a critical (if paternalistic) 
role in improving society’s well-being across a range of issues. A focus 
on substantive measures of well-being could lead to stronger government 
roles in provision of public goods like education and health care. In addi- 
tion, even if a market system is used to produce goods, some government 
regulations are proposed to “improve” consumer choice. Since 1998, 
government rules require that automobile manufacturers install air bags 
in every new vehicle. The implicit assumption is that, if consumers were 
given an option, some would prefer not to buy what it is thought to be in 
their own interest to buy (a safer car). By mandating airbags, paternalists 
argue that the substantive gain in human lives saved is a more valuable 
outcome to society than the loss of preference satisfaction and freedom 
in the market. 

On the other side, economists who favor freedom and limited gov- 
ernment are more inclined to accept instrumental theories of well-being, 
in which it is assumed that rational consumers have stable preferences 
and that money is used to provide for an individual’s own best outcomes 
through the invisible hand. Government intrusion will generally reduce 
well-being by denying people what they themselves think will make them- 
selves better off. Even if a consumer’s preferences are ill-informed or ir- 
rational, public policy can still defer to personal choice as the assumed 
default. In this vein, Kantians object to government intrusions that fail 
to show proper respect for the autonomy of the individual. 

Considering the criticisms of this chapter, what is an economist to do? 
One possibility for bringing these sides closer is to change the definition 
of welfare. Some economists propose that well-being is really not the sat- 
isfaction of actual preferences held (because some might be ill-informed) 
but of fully rational, fully self-interested, and well-informed metaprefer- 


ences. This is a step toward a substantive theory of well-being, because it 
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asks us to judge what it is rational for well-informed people to prefer for 
themselves. This also allows for some modest paternalism that would not 
be permissible in a libertarian approach. The rational and well-informed 
preference view cannot be observed directly by watching people’s behav- 
iors, unless we argue that all behaviors are rational, self-interested, and 
well informed. 


Daniel Hausman suggests an alternative approach: 


A second possibility is for economists to avoid committing themselves to any 
philosophical theory of welfare and to take preference satisfaction merely as 
evidence of well-being, whatever well-being may be. . .. Knowing that good 
health, happiness, enjoyment, the respect of others, intimate friends and so 
forth generally contribute to welfare gives content to talk of welfare without 


defining the term.” 


Rather than accept preference satisfaction as the indicator of welfare, 
economists can see preference satisfaction as an indicator of welfare. 
This approach is pluralistic in that it admits that more than one measure 
is needed to understand human well-being. It is also a more humble ap- 
proach because it recognizes that the goal of efficiency should always be 
understood within a wider ethical framework of policy analysis. 

One can see an example of the pluralist approach in the work of the 
Bill and Melinda Gates Foundation, previously noted in Chapter z. The 
Gates Foundation motto ts, “All lives have equal value.” This is a break 
from neoclassical economics, which values lives differentially based on 
earning power in the market. The differences in health policy that re- 
sult are quite startling. In the market view, resources should go toward 
curing the diseases of those who have the most spending power, because 
this will generate the largest consumer surplus in dollar terms. But sav- 
ing one more elderly rich patient with heart disease costs a lot of money 
compared to saving one impoverished child with dysentery. The Gates 
Foundation, by valuing all lives equally, allocates resources toward those 
activities that save the most lives per dollar spent. 

The Gates Foundation imposes transparency and effectiveness by 
insisting on a cost—benefit analysis. It is ethical to insist that resources 


must be used where they achieve the biggest “bang for the buck,” but the 
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measure of success is not Maximizing consumer surplus but maximizing 
the number of lives saved—a substantive (rather than an instrumental) 
goal. The Gates Foundation demonstrates that one can be hardheaded 
about being efficient, using marginal cost and marginal benefit analysis, 


without adopting a goal of preference satisfaction.” 


LOOKING AHEAD 

Part II has considered the ways that economic views evolved in terms 
of how to evaluate the performance of the micro economy. As shown, 
ethical arguments permeate the economist’s conception of efficiency. The 
concept can be defended, but doing so requires the help of other ethical 
frameworks and relies on particular institutional arrangements that are 
conspicuously absent in some parts of the world. 

Part II] explores the ways in which knowledge of ethical frameworks 
aids the understanding of markets and the call for public policies that 
address perceived market failures. The next chapter shows that moral 


norms can constrain market activities. 
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PART ITI 


Topics in Ethics and Economics 


CHAPTER 7 
Moral Limits to Markets 


This chapter explores why societies restrict or ban particular market 
transactions. Efficiency is not the only consideration in designing and 
regulating markets. Considerations of intrinsic value, background 


circumstances, fairness, duty, and character also arise. 


INTRODUCTION 

Although economics textbooks analyze market failures arising from losses 
of efficiency, rarely do they address potential market failures arising from 
conflicts about inherent social values—a community’s desire, for example, 
for intrinsic moral goods over market goods. A robust literature exists 
on this topic.' The bottom line was summed up by Paul Samuelson more 
than forty years ago when he quipped: “Do not render unto the market 
that which is not the market’s.”? 

Economists who address market prohibitions often analyze the con- 
sumer welfare gains and losses from legalizing a banned product, such 
as marijuana. As important as this activity is, the economic welfare view 
provides only a partial consequentialist perspective. A more general 
analysis of moral theories can enrich the discussion, especially in trying 
to understand controversies like stem cell research, sweatshop labor, and 
human organ sales. Critical thinking requires an understanding of argu- 
ments arising from other types of outcomes (for example, fairness), from 
ethical rules and duties (for example, Kantian or religious based) and 
from ethical character (such as Aristotle and Adam Smith). 

Moral limits to markets arise for at least two distinct reasons: 

t. A repugnance at selling particular kinds of goods and services that 
embody beliefs relating to intrinsic values; and 
2. A rejection of market price as an allocation mechanism in particular 


background circumstances of trade. 


Family and community relationships are the glue that binds societies to- 
gether. People in groups are bound together by “mutual trust, respect, 


and dignity,” but the market “may confront, clash, and destroy” such 
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relationships, according to Vernon Smith, who won the Nobel Prize in 
Economics in 2002. Using prices to allocate goods may in some cases 
violate deeply held moral and civic norms. Society tends to use nonprice 
allocations—rationing, first-come/first-served, favoritism and lottery— 
to deal with scarcity when community values other than efficiency are 
paramount. Society also tends to discourage or even ban activities that 
are thought to degrade important institutions in society. At the same 
time, markets and market penetration may enhance moral values and the 
moral imagination, a topic explored more fully in the section later in this 
chapter on “Markets and Dignity.” 


INTRINSIC VALUES EMBEDDED IN MORAL GOODS 

The selling and consumption of particular goods and services can pro- 
voke strong feelings of repugnance and abhorrence when a sale is thought 
to degrade intrinsic values in a community.* Goods possessing these es- 
sential qualities are called moral goods. Market critics argue that moral 
goods can be eroded and crowded out by their commodification in mar- 
kets. Hence, the sale and purchase of sex through prostitution weakens 
family ties; the sale of course grades demeans the educational system; 
and a bribe to buy a pardon for a criminal diminishes respect for and al- 
legiance to the rule of law. 

The values and abstract ideals of moral goods are culturally determined. 
For example, Chinese markets sell puppies and kittens as delectable din- 
ner treats; in the United States, cats and dogs are bought for the purpose 
of acquiring a family pet but not for eating. If pets are family members, 
and if it is immoral to eat one’s family members, then it is immoral to eat 
one’s cat or dog. Horses play a dual role as pets and work animals; there 
is occasionally moral outrage when it is revealed that a favorite horse was 
sent to the “glue factory.” Even worse is when a California diner wishes 
to enjoy a horsemeat hamburger.* 

What constitutes an intrinsic value for a community is open to ques- 
tion, particularly in a multicultural society. Nevertheless, one can try to 
understand the argument by exploring the ideal of virtue embedded in 
certain abstract concepts. When one thinks of “motherhood,” one imag- 


ines the ongoing sacrifices of a parent needed for a child’s success and the 
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expectation of a mother’s unconditional love for her child. If “mother- 
hood” is put up for sale—through selling babies and through surrogate 
parenting—this generates complaints based on the argument that these 
markets corrode the ideal concept of motherhood needed for a good society. 

Richard Posner, the distinguished economist-jurist, and Elisabeth 
Landes have pushed back on this point. They argue that selling babies 
from poor mothers to rich parents would produce good outcomes for the 
child. The purchasing parents would likely be richer than the biological 
parents and provide more human capital investments. “Slippery slope” ar- 
guments against buying babies seem to gain some traction here. If buying 
a newborn is permissible, could not the same arguments be used to argue 
for buying a one-year-old baby? What about a three-year-old child? Does 
a parent have property rights that can be used to turn a profit if a child 
can be sold later to a higher bidder? What impact will a sale price have 
on the child’s future concept of self-worth? If a child can be sold, what 
about selling photographs of that naked child? Pursuing this slippery slope 
argument, Jonathan Swift in 1729 satirized the economists of his day, 


proposing to create a meat market from the surplus children of Ireland: 


I have been assured by a very knowing American of my acquaintance in Lon- 
don, that a young healthy child well nursed, is, at a year old, a most delicious 
nourishing and wholesome food, whether stewed, roasted, baked, or boiled; 
and I make no doubt that it will equally serve in a fricasie, or a ragoust. . . . the 
skin of which, artificially dressed, will make admirable gloves for ladies, and 


summer boots for fine gentlemen.” 


Buying infants (as suggested by Landes and Posner) is considered wrong 
by some not so much because the child would be worse off (as in Swift’s 
parody) but because selling one’s child degrades the inviolate ideals of 
motherhood, fatherhood, and more broadly, personhood. Selling photo- 
graphs of a naked child is reviled because it commodifes and corrupts the 
ideal of innocence; the role of an adult is to love and nurture, not exploit. 
These domestic ideals do evolve over time, as documented by artist Sally 
Mann’s museum portraits of her nude children and by new laws legaliz- 
ing adoption rights for married homosexual partners, who do not fit the 


stereotypical family model depicted in 1950s television shows. 
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In older times it was thought acceptable to sell oneself or one’s child 
into slavery; even in the early nineteenth century it was permissible to sell 
oneself as an indentured laborer for a period of years (which is how many 
European immigrants managed to pay the high cost of transportation to 
the United States). Today such sales would be considered morally invalid 
because the autonomy of a person is an ideal that cannot be sacrificed, 


even by a willing seller. 


Intrinsic Acts and Motivational Crowding Out 


In most markets, raising the price of a product increases its quantity 
supplied, as shown in Figure 4.3, because the higher price compensates 
producers for their higher opportunity costs. But in contexts in which 
supply stems from intrinsic motivation, money can offend and “crowd 
out” desirable sources. This is a counterintuitive and counterproductive 
outcome. Recall from Chapter 3 that duty-based ethics starts from the 
presumption that acts in themselves can be determined to be right or 
wrong. A person ascribing to virtue and duty ethics focuses on being the 
kind of person who does the right act for the right reasons. The charac- 
teristics of the act, and the motivation of the actor, are what matter in 
certain realms of life, not the effects or consequences. If people ascribe 
to such beliefs, and act on them, then the appropriate material incentive 
is no incentive at all, in those special circumstances. 

Richard Titmuss purportedly discovered the most famous early ex- 
ample of this in the 1970s, when he compared altruistic blood donations 
in England with commercial blood supplied in the United States. Some 
people donate blood to unknown strangers from a sense of obligation to 
those in need. Giving blood provides the “gift of life,” which is price- 
less. When a market for blood is introduced, however, blood donors are 
confronted by the reality that their gift is not priceless after all; a pint of 
blood is worth only the market-clearing price. Instead of supplementing 
blood donations by attracting additional suppliers, the commercialization 
of blood “represses the expression of altruism [and] erodes the sense of 
community.”* Commercial blood is also found to be of inferior quality 
(introducing higher risks) because sellers have an incentive to lie about 


their health histories. Titmuss’s conclusion is that although Britain ob- 
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tains about the same amount of blood per capita as the United States, 
the volunteer British system is much less costly overall and more efficient 
in terms of blood use and quality than the mixed-market system in the 
United States (with donors and sellers). 

Critics note that Titmuss’s study does not control for the different his- 
torical developments and other issues relating to British and U.S. health 
situations, and some of the data do not directly compare.’ Furthermore, 
it is not correct to suggest that all or most British citizens are altruistic; 
a relatively small share of the population donates most blood there. As 
a small island nation, cognizant of past world wars, the spirit of civic 
mindedness may be particularly high, compared to the heterogeneous U.S. 
population. In this light, one reason commercial blood collection exists in 
the United States may be because the altruistic donor pool was inadequate. 

A test of Titmuss’s conclusion was conducted in Sweden, finding an 
important gender difference. When payment for blood was introduced, 
women’s willingness to supply decreased from 52 percent to 30 percent; 
there was a non-statistically significant drop in men’s participation.'’ A 
similar story of crowding out of civic virtue was found in Switzerland."! 
The government identified two communities as being the best locales for 
a nuclear waste repository (nuclear power accounts for 4o percent of elec- 
tricity in that country). Researchers surveyed residents in the first com- 
munity and found that 51 percent of respondents were willing to accept 
the nuclear waste repository in their community if it were determined by 
scientific experts to be the best site. This response came even as 8o per- 
cent of respondents stated they believed that local residents would suf- 
fer serious consequences if there were an accident (such as contaminated 
groundwater). 

Researchers then repeated the question about accepting the waste re- 
pository but added monetary incentives ranging from $2,175 to $6,525 
per person in the community. In keeping with Titmuss’s theory of mo- 
tivational crowding out, the level of acceptance fell from 51 percent to 
2§ percent. Explicit offers of monetary reward suppressed the supply of 
a public good, perhaps because some individuals no longer identify ac- 
ceptance with virtue and duty but have been “informed” by the price 


offer that this is purely a financial transaction. Hence, money “crowds 
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out” virtue and duty. Repetition of this survey in the second community 
found similar results. 

Except for the negative supply response to price, these respondents 
behaved according to standard economic theory. Acceptance of the 
waste depository fell as the perception of risk rose, it fell as the nega- 
tive economic externalities rose, and it fell for respondents owning their 
own homes. Respondents were clearly behaving rationally, as defined 
by economic modeling. But somehow the introduction of a monetary 
incentive reduced their willingness to sacrifice for other citizens. How 
people move psychologically among considerations of virtue, duty, and 
outcomes depends on context, and context is highly influenced by the 
framing of the issue. The researchers in this study theorize that some 
people are, to some extent, civic minded, and “where public spirit pre- 
vails, using price incentives to muster support for the construction of a 
socially desirable, but locally unwanted, facility comes at a higher price 
than suggested by standard economic theory because these incentives 
tend to crowd out civic duty.”'* 

These findings might be explained using standard economic theory. 
For example, it could be argued that respondents gain social status from 
signaling their willingness to sacrifice for the community good. This 
theory, although plausible in many settings, may not fully cover the ex- 
tent to which people are motivated by feelings and principles. Intrinsic 
motivation, rather than calculation of external reward, may be at work 
in some cases. Nobel laureate Elinor Ostrom argues that, instead of auto- 
matically assuming a single representative economic agent who is utility 
maximizing, “a better foundation for explaining human behavior is the 
assumption that multiple types of individuals exist in most settings. . . 
who are motivated by both intrinsic preferences and material payoffs.”"™ 
To some people, doing one’s duty as a citizen is part of one’s identity and 
may at times require sacrifice. 

Incentives that are nonpecuniary can sometimes be effective at stim- 
ulating prosocial behaviors that preserve intrinsic values. For example, 
offering potential blood donors a lottery ticket can increase donations 
marginally.“ The expected payout of a typical lottery ticket approaches 
zero, less valuable than the cost of milk and cookies offered at blood do- 
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nation banks. Yet it is a way of saying “thank you” and recognizing ser- 
vice to the community without degrading the motives of the participants. 
Consider why this might be so. Imagine a college student who would like 
to enjoy sex on Saturday night. At a party he meets a potential mate and 
flirts with her. Suppose in order to sweeten the deal he pulls out a $100 
bill and says, “Here, let me pay you.” A potential mate may feel repulsed 
by the offering of cash for sex, because it degrades her own image of her- 
self—by demonstrating what the other person thinks of her character. 
However, offering to take this person out for an expensive dinner could 
involve the same amount of money but not convey information that would 
degrade intrinsic ideals. 

Along a similar vein of virtuous ideals, many organizations present 
prestigious awards to recognize and encourage exemplary service. Police 
departments, fire departments, and the military bestow awards for bravery 
and other types of commendable conduct. Although occasionally these 
awards come with token cash payments, the value of these awards is pri- 
marily the social recognition and public approbation. The Medal of Honor 
is the U.S. military’s most distinguished decoration. It is not awarded to 
the highest bidder but to persons whose actions best reflect the virtues 
of courage under fire; its conferal reinforces the ideals of commitment to 
the unit and the country, not to the self. The award’s worth comes from 
its scarcity and the fact that no one can buy it or sell it. 

Intrinsic values in society are not always well understood or articulated, 
but they are often ubiquitous and taken for granted. The most precious 
things in life are often overlooked. Imagine that your ship has run aground 
on a warm, deserted land. There are no predators. What material sub- 
stance is most necessary to sustain your life here over the next few days? 


a) drinkable water 
b) edible food 
c) other material substance 


Most people answer that wafer is the most important material sub- 
stance, because without it we could not survive but a few days. But this 
is a trick question. Suppose the “ship” is the Starship Enterprise and the 


new “land” you have discovered is in a far galaxy! The correct answer is 
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now c—other. What is most necessary to sustain life is oxygen; without 
it you would be dead in just a few minutes. 

Most people do not think about oxygen because it is invisible and we 
breathe it unconsciously. Similarly, we unconsciously rely on invisible vir- 
tues for much of what makes society function well. When the ideal values 
embedded ina product are unarticulated, putting the product up for sale 
generates “disgust” or “revulsion” without reflecting any corresponding 
intellectual moral argument. Hence, it is premature and perhaps foolish 
to ignore feelings of revulsion without first understanding the underly- 
ing virtues that have promoted these feelings. Heyne, a gifted teacher of 
economics, wrote eloquently in the moral defense of markets. At the same 
time, he worried that markets rely on aspects of duty and virtue that de- 


rive from other institutions, such as the family and church: 


For the market requires moral foundations which cannot be created by market 
transactions themselves. Moral foundations are nurtured in communities—in 
families, neighborhoods, religious fellowships, local political associations, and 
other voluntary groups. By fostering the steady disintegration of these commu- 
nities, market transactions may tend over time to undermine the moral founda- 


tions upon which they rest.'* 


Virtue ethicists thus may not approve of all markets, even if the condi- 
tions of perfect competition and other qualities could be met. The reason 
is that some markets are thought to be inherently destructive of moral 
character. The market for prostitution, for example, satishes the prefer- 
ences of customers and sellers to trade sex for cash. It may be “efficient” 
to allow the equilibrium market transactions (assuming health and other 
externalities can be reasonably addressed). But to virtue ethicists, not 
everything that can be sold should be sold in a market. One’s body, one’s 
vote, and one’s identity are sacred. Selling these degrades fundamental 
values like motherhood, citizenship, and truth seeking. Markets for some 
goods are simply out of bounds. 

One can readily appreciate the moral limit to markets when the prod- 
uct in question concerns national security. From a purely economic view, 
exporting advanced military hardware to an enemy nation can be prof- 


itable for a company and increase the economic surplus as predicted by 
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comparative advantage trade theory. But it is abhorrent because it flaunts 
the desired virtues of citizenship and loyalty, qualities that require putting 
the interests of the group ahead of individual interest. Group allegiance 
is necessary for survival in times of crisis. In 1987, the Toshiba Corpora- 
tion of Japan was accused of illegally exporting to the Soviet Union the 
technology for producing ultraquiet submarine propellers—which had 
provided the U.S. Navy with a huge technological advantage over its So- 
viet rival during the Cold War. The moral outrage caused by Toshiba’s 
sale led members of Congress to wield sledgehammers and bash Toshiba 
television sets on the steps of the Capitol. Satisfying preferences is not 
the only important value in society, and market restrictions are at times 
imposed so as to uphold intrinsic values like patriotism. 

Michael Sandel, a political philosopher at Harvard, is one of the most 
vocal proponents of the cautionary view toward markets. In What Money 
Can't Buy: The Moral Limits of Markets (2012), Sandel argues that eval- 
uating markets on the basis of preference satistaction—in which prefer- 
ences are assumed to be given—ignores the realities of one’s engagement 
in society.” Preferences are shaped by the communities and families in 
which we live and work. Just as we don’t choose our parents or our na- 
tive tongue, neither do we have full conscious control over our choice of 
preferences, which are formed in the maelstrom of human interaction. To 
the extent that this is true, “individual” preferences are a misnomer: They 
are socially shaped. If preferences are shaped by family and community 
institutions, and if ethical character is molded in early socialization, then 
market activities that corrupt intrinsic family values and impede proper 
socialization will be the object of attack by some ethicists. 

Vestiges of laws remain on the books that limit activities thought 
by some to corrupt basic values. Some communities in America are still 
“dry,” meaning they maintain bans against selling alcoholic beverages. 
The Federal Communications Commission has until recently banned the 
use of “indecent” content broadcast over television and radio airwaves. 
In a pluralistic society undergoing rapid change, it is difficult to know 
what types of market transactions should be prohibited so as to promote 
a virtuous society. Standards change: In a time not too long ago, it was 
perfectly acceptable for the rich to hire surrogates to take their places in 
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a draft army. George Washington, considered a paragon of virtue in his 
time, thought it perfectly acceptable to buy teeth from willing sellers, who 
ironically presumably lacked money to buy food.” 

Many U.S. states have a death penalty for murderers. Those states could 
raise substantial sums of money by auctioning on e-Bay the right to pull 
the electrocution’s lever. Should such a sale be legal? Whereas standard 
economics considers it out of bounds to question the motives of a buyer, 
virtue ethics begins with exactly such an examination. Someone who is 
willing to pay to legally kill another person can have motives of revenge, 
sadism, or thrill seeking. Advanced democratic societies have laws prohib- 
iting revenge killing, arguing that it is the role of the state to administer 
justice, not that of individuals. Selling execution rights degrades the con- 
cept of the state as having the only legitimate monopoly on violence. An 
execution sale could suggest that vigilante justice and lynching are broadly 
acceptable. With regard to the motive of sadism, society has an interest in 
not feeding this personality preference because there are obvious negative 
externalities. The motive of thrill seeking is not itself considered a vice 
and is legally practiced when people parachute out of airplanes and kayak 
down Class V rapids. But putting a murderer to death is another matter 
entirely. The modern state has an interest in preserving the execution as 
a somber time, remembering the victim and reflecting on the vices of the 
convicted. Justice is not entertainment, and it demeans the concept if it 
appears as such." An analysis of motives provides the possibility of dis- 
covering the ideal virtues that would allegedly be degraded by a market 
sale and hence that provoke repugnance in many people. 


Duties and Rules 
The standard economic approach in defense of markets are often ques- 
tioned from duty or rule-based ethical perspectives. In religious duty, one’s 
actions should conform to rules laid down by spiritual authorities. In 
both the Bible and the Koran, for example, there are prohibitions against 
usury (charging excessive interest on a loan), even if this price would clear 
the market. The Hebrew Scriptures provide a “sunset” clause on loans, 
wiping the slate clean of debts every seven years. “Blue laws” still exist 


in some U.S. states that prohibit market transactions on Sundays. The 
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presumption is that people should be in church on the Sabbath and not 
forced (or tempted) to labor or shop. There are numerous other religiously 
based market interventions: Sharia law (“the pathway to be followed”) 
restricts consumption during the holy time of Ramadan, prescribes cloth- 
ing to be worn, and regulates many other aspects of economic life, such 
as inheritance and divorce. These restrictions on markets may be on the 
rise in many parts of the Islamic world. 

As noted in Chapter 3, Immanuel Kant was generally supportive of 
markets. But a Kantian objection to markets might arise because the right 
action is that which can be universalized through a rational process, not 
that which offers the best outcome (such as maximum preference satis- 
faction). One should never use another solely as a means to one’s own 
ends. In neoclassical theory, by contrast, workers are often modeled as 
depersonalized and dehumanized bundles of labor—commodities bought 
and sold to maximize profits and preferences. In this mind-set one could 
debate the economic costs and benefits of slavery, as viewed by plantation 
owners. Even if slavery were shown to produce a net economic benefit, 
this calculation could be trumped by Kant’s appeal to intrinsic rights and 
dignities of all humans regardless of the economic consequences. 

In the debate over the use of human embryo stem cells in research, 
proponents of experimentation argue that the expected benefits of lives 
saved and diseases cured outweigh the moral costs. But, to some reli- 
gious groups, one’s duty to preserve life and human dignity cannot be 
“bought” by an appeal to desirable outcomes. Thus, economists’ con- 
cern for efficiency is seen as one consequentialist goal, and other moral 
approaches are shown to appeal to reasoning of a different sort. Com- 
munities strive to encourage virtuous behaviors as part of a socializa- 
tion process and prohibiting some transactions is an effort to limit vices 
that degrade moral goods. 


BACKGROUND CIRCUMSTANCES OF TRADE 
In addition to moral goods, some background circumstances of exchange 
can affect the moral justifiability of markets as allocation mechanisms. 
Following are some situations in which markets may not be considered 


appropriate to allocate goods and services, even if it were legal. 
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Personal Relationships 
Family members and close friends have duties and obligations to each 
other. Benevolence and fairness are voluntarily assumed and reciproca- 
tion expected. In these circumstances, scarce goods are generally given, 
shared, or allocated based on substantive need. Renting love or friend- 
ship to the highest bidder debases these concepts. The wise Polonius, in 
Shakespeare’s Hamlet, counsels his son thus: 


Neither a borrower nor a lender be. 
For loan oft loses both itself and friend... 


(Hamlet, Act 1, scene 3, 75-77) 


Adam Smith, in his first book on morals (covered in the next chapter), 
observed that humans “can subsist only in society,” and are “fitted by 
nature to that situation.”*” Smith’s account is of the shared moral feelings 
and duties that arise in close and even distant relationships. Benevolence 
is a strong motive for action in appropriate circumstances. However, in 
Smith’s next book on trade, he observes that benevolence alone as a mo- 
tive is not the only means of providing assistance to others. This is not a 
contradictory view. Rather, it suggests that it is important to know when 
it is appropriate to rely on family and friends for benevolence and when 
it is better to use a market based on self-interest. In a notable essay on 
“Love,” Samuelson puts it this way: 


... family life itself is a form of communism with a small c. In the home the 
doctrine prevails, “From each according to his abilities, to each according to his 
needs.” The good parent does not say, “Because Tiny Tim is lame, he shall get 
the wing. The go-getters may compete for the drumstick . . .” The moral is to 


render unto the market that which the market can bandle.*' 


Kenneth Arrow notes that social institutions like the family can play a key 
role in reducing insecurity when key aspects of life involve uncertainty. 
Hence, “The economic importance of personal and especially family re- 
lationships, though declining, is by no means trivial in the most advanced 
economies; it is based on non-market relations that create guarantees of 
behavior which would otherwise be afflicted with excessive uncertainty.” 
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This point can be explored by considering the background circum- 
stances of friendship. Paul Heyne gives this example: Suppose your neigh- 
bor Jack strains his back, and out of friendship and genuine concern for 
him you mow his lawn. Your motive for acting is to demonstrate fellow 
feeling and compassion, with the goal of easing his suffering. You might 
expect Jack’s gratitude and thanks in return. Suppose instead he hands 


you a $20 bill, which is the opportunity cost of your time. Heyne asks: 


How would you feel? Probably stunned. Embarrassed as well. Even insulted. 
Why? Because what you did was done out of friendship and personal concern. 
It wasn’t done for money, and the offer of money asserts that you and Jack are 


not friends.” 


The background condition of friendship requires that acts be undertaken 
with the right motive; helping someone with the expectation of economic 
gain undermines the friendship. Money is impersonal and hence may fail 
to convey the feeling of gratitude in a way that enriches that ideal. 

However, many gifts do come with strings attached. French sociolo- 
gist Marcel Mauss wrote The Gift (1923) to hypothesize that gift giving 
is a special type of exchange.“ A gift exchange creates social cohesion 
through bonds of solidarity. The recipient of a gift must reciprocate to 
maintain honor and status. If your neighbor Jack took you out for a beer 
and pizza costing $20, that social reciprocation is considered entirely ap- 
propriate, even though a $20 cash payment for mowing his grass would 
not be. Giving, receiving, and reciprocating are intricately bound ideas 
of social behavior. Refusing a gift, or refusing to reciprocate a gift, is 
considered rude and socially disruptive behavior. 

The gift exchange economy may weaken as the boundary of market 
activity expands: Families are more dispersed, and transportation im- 
provements along with policy changes have globalized the world. Vernon 
Smith worries that “the rules of the market may confront, clash, and de- 
stroy the old connectedness [in society] without making visible the pro- 
ductively superior replacement connections.” The trust that individuals 
once gave to family members and friends must “somehow be transferred 
to institutions that enable exchange and specialization . . . to vast net- 


works of strangers.”*° 
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Social Groups 
Individuals belong to social or civic groups such as schools, clubs, and 
places of worship in which identity is conferred by membership; members 
have duties and obligations to each other. Once someone is selected as a 
member of the group, he or she is usually accorded equality; fairness is 
expected. In such contexts people often allocate scarce goods by ration- 
ing; lottery; first come, first served; or favoritism. 

Social groups play a major role in childhood development using emo- 
tional bonds of connection and control. Early socialization in kinder- 
garten consists in sharing songs; the physical act of singing and dancing 
in unison enhances cooperative behaviors noted in psychological and 
neuroeconomics experiments.*° Physical touching (such as hugging one’s 
teammates) releases the bonding hormone oxytocin that promotes trust 
and cooperation.*’ Cooperation deters free riding or shirking—failing 
to contribute one’s share for the common good. In schools, students are 
subject to the visible hands of parents and paternalistic institutions that 
condition attitudes toward scarcity and allocation. Socialization usually 
entails repeated calls for sharing, ensuring that all members of the group 
receive an equal piece of the dessert pie, and those with special needs 
may receive even more. Through many such experiences, young people 
may acquire the view that nonmarket mechanisms of allocation are the 
normal or most desirable means of handling scarcity. 

Accordingly, many people come to expect that valued goods do not 
always go to the highest bidder. Many schools, for example, rely on non- 
price allocation mechanisms. Demand for slots at selective universities 
far outstrips supply, and students learn that (with few exceptions) col- 
leges resolve the shortage through favoritism—merit selection based on 
grades, SAT scores, athletic ability, leadership, and other attributes.** 
Many financial aid packages make up tuition shortfalls so that the cost 
is “fairly” adjusted, taking family income into account. This allocation 
method does not eliminate competition because students will vie for rela- 
tive status and rankings. 

Nonmarket allocations continue after students arrive on campus. If 
there is excess demand for the best dorm rooms, a lottery rather than price 
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bidding determines who gets them. Seats in the most popular classes fill 
up first, and registration is typically carried out with some mix of first 
come, first served and favoritism based on class standing or permission of 
the instructor. To query students on how they view the market solution 
to these shortages—by allowing wealthier students to bid up the tuition 
price in the most popular courses—provokes outrage and disgust. One 
instructor reports that students nearly came to blows in a classroom ex- 
periment over the unequal distribution of a few extra credit points.” At 
almost every step in their academic careers, from kindergarten to college, 
students have been instilled with the belief that fairness (or some other 
motive other than economic efficiency) is a guiding virtue for dealing with 
scarcity in social and institutional settings. 

Hence, one key to understanding the moral limit to markets is to rec- 
ognize that some people unconsciously accept the “fallacy of composi- 
tion”—the faulty reasoning that a national economy should operate using 
the same motivational principles as a family. In a survey conducted by 
Columbia Law School, two-thirds of Americans stated they believed Karl 
Marx’s socialist creed that “from each according to his ability, to each 
according to his needs” is or could be a guarantee written into the U.S. 
Constitution. In another study, researchers found that the vast majority 
of high schoo! students, even those having taken a course in economics, 
would disallow stadium vendors from raising prices to avoid running out 
of hot dogs.* If a family rations a pizza so that each member gets a slice, 
why shouldn't the greater society do that as well? In short, there may be 
the desire for transference—adopting and extending the mechanisms of 
personal and social bonds to that of impersonal markets. 


Vulnerability 
In some transactions, one participant may be in a weaker bargaining po- 
sition due to intrinsic circumstances. A young child or a sick person may 
not have the capability of human agency to exercise proper regard for his 
interests. Such transactions may be coercive or exploitative rather than 
mutually beneficial. Communities generally uphold a duty to protect the 
vulnerable, so society often regulates or prohibits market transactions 


that involve minors or others unable to make informed decisions. 
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To some market critics, vulnerability also arises because of greatly 
different economic circumstances. For example, people without financial 
resources have a difficult time claiming and defending property rights. 
A peasant farmer who sells his land may be facing intimidation and du- 
ress based on the buyer’s economic and political standing. Or a destitute 
young woman in Thailand may have no viable employment options and 
may enter the sex trade out of desperation. Should such transactions be 
considered voluntary given these background circumstances? Debra Satz 
criticizes the market for surrogate pregnancy not because it corrupts the 
concept of motherhood but because she believes such contracts reinforce 
the unequal background circumstances of men and women.” 

Economists might argue that background circumstances of buyers and 
sellers always differ in markets. If they did not, buyers and sellers would 
have identical situations and no market could exist. Denying people the 
right to sell their labor in a sweatshop (often depicted as coercive labor) 
deprives the poor of the opportunity to better their circumstances. Mil- 
ton Friedman famously noted that his own mother started work at age 
fourteen in a sweatshop in New York. 

Markets are cognizant of vulnerability and bargaining power. Coca- 
Cola has tested a vending machine that raises prices as the outside tem- 
perature rises.’ Such price discrimination is widespread in business. 
Airlines charge more to customers who book at the last minute, indi- 
cating that their schedules are less flexible or their circumstances more 
desperate. These arrangements allow airlines to become more efficient 
at allocating seats by maximizing the economic surplus. Many econo- 
mists likewise encourage peak-load pricing as a way to obtain greater 
efficiency. The City of London charges automobiles a congestion charge 
of £10 for travel in the restricted zone between 7 am and 6 pm on work 
days. As with the hypothetical Coca-Cola vending machine, this charges 
more precisely when demand is its greatest—and the customer most in 
need. Uber, a ride-share service, raises prices when bad weather raises 
the demand and reduces the supply. The higher price clears the market, 
but infuriates many riders.” 

Although initially viewed with skepticism, peak-load pricing and price 


discrimination might be more widely accepted if people understood the 
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advantages arising from an efficient system. Economic theory can provide 
valuable insights on this issue and moral norms about what is acceptable 
pricing can change over time. 


Times of Crisis 

During disasters, dangers, or war, people are reminded of their common 
vulnerabilities and their membership in broader society. Social norms 
expect and rely on people doing their civic duty to share and sacrifice for 
the common cause. In emergencies, rationing and favoritism are often 
employed to allocate scarce goods such as lifeboat spaces on the Titanic. 

This can explain why laws against price gouging are popular with the 
American public. The state of Florida prohibits merchants from raising 
prices on necessities like ice, flashlights, or hotel rooms during hurricanes. 
Economists argue that these price controls make the disaster worse by 
creating shortages; unless prices are allowed to rise, entrepreneurs have 
no financial incentive to brave the elements and bring in increased sup- 
plies. Yet the standard economic view may be dangerously incomplete 
on this public policy issue. The standard assumption is that allowing 
prices to rise during an emergency would not alter any other behavior 
that could shift supply or demand. In reality this is not likely the case. 
During emergencies there may be a natural increase in public generosity 
and altruism. The supply of rooms available for refugees might naturally 
shift to the right when people in a community open their homes to help 
one another, not for the expectation of monetary gain but out of a sense 
of community identity and obligation. If everyone pitches in, the short- 
age of rooms during an emergency can be met with voluntary actions. 
However, if some people take the opportunity to price gouge, and this 
cannot be justified by a rise in their own marginal costs of production, 
the moral outrage is widely felt.°* When prices rise during emergencies 
simply because a seller takes advantage of market power, the sense of 
public sacrifice for common good is corrupted. The volunteer spirit is 
diminished, and the result of less natural altruism is that the supply of 
donated rooms will diminish, and it will now take a higher market price 


to clear the market than before. 
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Just Price Theory 
Just price theory is a doctrine that argues it is immoral to take advan- 
tage of buyer vulnerability, It attempts to lay out standards of fairness in 
transactions. With its intellectual roots in ancient Greek philosophy, just 
price theory was promoted by Thomas Aquinas (1225-1274), an Italian 
Dominican priest. Aquinas argued that the buyer’s background circum- 
stances should not be used to obtain a higher price: 


If someone would be greatly helped by something belonging to someone else, 
and the seller not similarly harmed by losing it, the seller must not sell for a 
higher price: because the usefulness that goes to the buyer comes not from the 
seller, but from the buyer’s needy condition: no one ought to sell something that 


doesn’t belong to him.** 


Because the higher value arises from the buyer’s needs, rather than the 
seller’s cost, charging a higher price constitutes a form of theft, according 
to Aquinas.” Likewise, lending money involves no creation, and earning 
interest means gaining money for nothing. Hence, Aquinas argued that 
interest should be banned. 

Just price theory is more than a philosophical abstraction. It was in- 
stituted in the Massachusetts Bay Colony of 1639. Just price theory held 
that sellers could not charge above the “current” price—what someone 
who knew the worth of a commodity would commonly or usually pay. 
When a shopkeeper in Boston was caught charging higher prices than his 
competitors he was hauled into court and fined £200. He later confessed 
to church inquisitors that he had had a “covetous and corrupt heart” and 
he had been “misled by some false principles” namely, “That a man might 
sell as dear as he can, and buy as cheap as he can.”*” 

Within a community, “normal” prices set a reference standard (or en- 
titlement) on which the fairness of later prices is judged. The preference 
for fairness and common sacrifice probably also grows during times of 
crises—wars, depressions, natural disasters. Community standards thus 
limit what is deemed acceptable in terms of price increases, even when 
there is clearly excess demand in the market. Just price theory remains 
a powerful force in the minds of many who decry market outcomes. It 
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is prominent in the “Living Wage Movements” of San Jose, CA; New 
York; Washington, D.C.; and elsewhere and in the criticisms leveled at 
outsourcing of jobs to overseas sweatshops. It also appears to be inde- 
pendently derived in other settings. In traditional Mayan markets, buyers 
and sellers negotiate a “fair” price based on background circumstances 
that favor the party most under economic duress. A wealthy family will 
pay more for a weaving, thus providing charity in a form that preserves 


the dignity of the receiver. 


Discrimination 

Group identity is a powerful force leading people to cluster in neighbor- 
hoods with others from their own cultural or racial groups. “Fitting in” 
is a powerful incentive for voluntary segregation. At the same time, overt 
and covert discrimination historically prohibited blacks and other minori- 
ties in America from living where they would have liked.” Market-based 
discrimination is efficient in the sense that landlords’ preferences for cer- 
tain kinds of tenants (say, whites) are being fulfilled. Such behavior can 
be profit-maximizing if other white tenants strenuously object to blacks 
being admitted. The Fair Housing Act of 1967 banned discrimination in 
housing based on race, religion, and national origin, and later acts in- 
cluded gender (1974) and disability (1988). In passing these laws, society 
created a moral limit to the market—asserting that the preference satis- 
faction of landlords is not the highest goal in society; rather, treating each 
individual as an equal and autonomous citizen is a more important end. 

Market transactions that would lead to efficiency in the Pareto sense— 
finding mutually advantageous trade—can sometimes lead to the destruc- 
tion of moral and political norms when some buyers and sellers are ex- 
cluded. If a department store has 80 percent white shoppers, and these 
shoppers are racist, the profit motive could lead that store to ban blacks 
from its lunch counters, as indeed happened throughout the South. It is 
also possible that white storeowners were willing to sacrifice profits to 
maintain their social standing in the community. Some people have a 
preference for prejudice, and they are willing to pay for it. A key prob- 
lem with racism is that it can be a self-fulfilling phenomenon. If people 


believe that Joseph will be a less productive worker because of his race, 
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there will be discrimination in hiring him. Facing lower demand for his 
services, it is then rational for Joseph to underinvest in his own education 
because the expected returns will be lower.” 

In the Jim Crow era (1876-1965), the power of government was used 
to force markets to segregate and discriminate. Some businesspeople re- 
sisted. Streetcar operators in the South wanted to lower their average costs 
by packing in as many customers as possible, but segregation laws forced 
them to operate separate cars for blacks. In this case, the profit motive 
was supportive of equal treatment for blacks. Generally, economists hold 
that the profit motive can lead to the breakdown of discrimination." If a 
business fails to hire the most qualified worker, who happens to be black, 
that company’s productivity will suffer compared to the company that 
does hire her. Jackie Robinson’s extraordinary performance once he broke 
into major league baseball with the Brooklyn Dodgers led other teams to 
bring on talented black players, eventually breaking down racial segre- 
gation in sports. For reasons discussed further in Chapter 11, the profit 
motive is not sufficient, by itself, to ensure fair treatment, and the Civil 


Rights Act of 1964 finally banned market segregation and discrimination. 


Kantian Ethics and Markets 

Kant was a contemporary of Smith, although the two never met or cor- 
responded. Kant did note approvingly of Smith’s analysis of the division 
of labor and other progress-enhancing features of commerce. Kant’s best 
friend was a merchant, and the two companions spent countless hours 
discussing business and the marketplace. Although Kant himself generally 
supported competitive markets, Kantian ethics can be used to criticize 
some aspects of market behavior. 

The second version of the categorical imperative (Chapter 3) offers 
powerful insights into how people should interact in markets. When GM 
essentially lied to its customers by failing to disclose known defects in its 
cars (Chapter 1), one could argue that they failed to treat their customers 
as ends in themselves in addition to a means for making a profit. A new 
business model of “stakeholder” theory thus asserts, using some Kantian 
logic, that business executives have a duty to their workers, suppliers, and 


customers that transcends merely making a profit.** The key argument is 
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that people’s labor should not be treated (as many economic theories do) 
merely as an anonymous input into a production function. Kant notes: 


In the kingdom of ends everything has either a price or a dignity. Whatever 
has a price can be replaced by something else as its equivalent; on the other 
hand, whatever is above all price, and therefore admits of no equivalent, has a 


dignity.” 


Because one’s life cannot be reproduced with money, there is nonequiva- 
lence between the two concepts. It is immoral to buy or sell something 
that has intrinsic worth, meaning that there are moral limits to markets. 

In Kant’s day, rich people would buy healthy white teeth from indigents 
and have these implanted in their own mouths (as did George Washing- 


ton, noted earlier). Kant condemned the practice, writing: 


To deprive oneself of an integral part or organ (to maim oneself )—for example, 
to give away or sell a tooth to be transplanted into another's mouth, or to have 
oneself castrated in order to get an easier life as a singer, and so forth—are ways 


of partially murdering oneself.** 


If selling a tooth is considered maiming—an adult human has thirty-two 
teeth—then selling a kidney or other organ would almost certainly be 
immoral to Kant on the same grounds: It would debase one’s humanity. 
A poor person would simply become a collection of spare parts for sale 


to the rich, an idea that collides with each person’s incalculable worth. 


MARKETS AND DIGNITY 
Supporters of markets note that private enterprise has played a role in 
promoting human dignity, freedom, equality, and other moral values in 
a community and across the globe. In The Bourgeoise Virtues: Ethics for 
an Age of Commerce (2006), Deirdre McCloskey shows how the rise of 
an exchange society in Europe promoted the development of moral vir- 
tues that previously were discouraged by feudal society.“ Honesty, hard 
work, and thrift are encouraged by the incentives operating in competi- 
tive markets and are distinct from the incentives promoted by medieval 
religious orders and by mercantilism. Markets can intrinsically promote 


dignity by the absence of controls and instrumentally promote dignity 
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through incentives that create higher income levels. A woman coerced by 
her bullying husband has an improved set of choices if markets allow her 
a means to increase her economic independence. Divorce rates rise with 
average income levels, suggesting that economic growth and access to fi- 
nancial resources liberates women (and men) from destructive relationships. 

Although markets may sometimes destroy moral values, the policy 
of prohibiting market transactions creates its own set of problems and 
moral failures. One is that it politicizes activities by introducing the power 
of the state. The state may have stronger reach to destroy one’s ideal of 
personhood through paternalism and an impersonal bureaucracy may be 
as corrosive to one’s dignity as an impersonal market. Paternalism cor- 
rupts by robbing people of reasons for taking control of their own lives. 
Government regulators, moreover, may have less of an incentive to treat 
individuals well than would a market.** Finally, government prohibitions 
create black markets that typically have less reverence for intrinsic goods 
and concern for vulnerable persons. Herbert Spencer (1820-1903), the 
English philosopher, quipped, “The ultimate result of shielding men from 
the effects of folly, is to fill the world with fools.” 

Another possible intrinsic benefit of the market is that exchange can be 
anonymous. A focus on money as the lubricant of provision—rather than 
special connections, skin color, or membership in a particular group— 
means that people can escape the narrow prisons of the social mores in 
which they may live. Although communities, families, and religious orders 
are sheltering institutions, they can also be smothering or repressive ones. 
A community approach to allocation can lead to gross inefficiencies.** A 
focus on individual rights is justified as a counterweight to those repres- 
sive forces. At the same time, the exclusive focus on individual liberty may 
be “seriously inadequate,” according to libertarian Robert Nozick, who 
later in his life came to see that this short-changes important sources of 
joint symbolic meaning in the fabric of life.” Adam Smith likewise wor- 
ried about the anonymity of big cities because the social restraints on 
behavior were eliminated: “|A man’s] conduct is observed and attended 
to by nobody, and he is therefore very likely to neglect it himself, and to 


abandon himself to every sort of low profligacy and vice.” 
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LOOKING AHEAD 
This chapter explores the notion that markets may fail to value something 
in an appropriate way. If so, this would create a type of market failure. For 
example, the goal of satisfying preferences may sometimes conflict with 
society’s goals of preserving intrinsic moral values, protecting society’s 
national defense, or shielding its vulnerable citizens. Society today pro- 
hibits the selling of votes, even though there are willing buyers and sellers. 
Society bans the selling of persons into slavery, even if the slave were to 
wish it. A house seller who prefers not to trade with an Asian American 
or Mexican American cannot in this day legally gratify that preference. 
The Constitution and related laws barring such discrimination reflect 
the “meta” preferences of society that outweigh individual preferences. 

A premise of this book is that people approach choices pluralisti- 
cally—sometimes considering virtue, sometimes considering duty, and 
sometimes considering outcomes. How people move between these realms 
depends on context and framing. Hence, monetary incentives that work 
to expand supply in some contexts become counterproductive in others, 
crowding out motivations of virtue and duty. Families, communities, 
and other social groups operate with implicit moral norms that leads to 
goods allocation using non-price mechanisms of lottery and rationing, 
especially during times of crisis. 

A discussion of the moral limits of markets, as well as the moral virtues 
of markets, helps economists develop a better framework for evaluating 
institutions and public policies. Such evaluations are based not solely on 
consequentialist logic but also on an understanding of the moral senti- 
ments that may underlie ethical duties and virtues. We turn now to Adam 
Smith’s model of social interaction. 
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CHAPTER $ 
The Science behind Adam Smith’s Ethics 


Experimental economists have discovered that people often act from 
a variety of motives, including self-interest, benevolence, and justice. 
Neuroscientists have discovered a mirror neuron network in the brain 
that mimics fellow feeling and the hormone oxytocin associated with 
emotional bonding. These discoveries provide evidence for Adam Smith's 
moral sentiments theory that postulates an explanation for trust 


in markets that goes beyond self-interest. 


WHAT DOES SCIENCE TEACH US ABOUT ETHICS? 
An outpouring of experimental research in the last three decades provides 
tantalizing clues about human nature and ethical conduct. These findings 
remain tentative because the results of laboratory experiments may not 
extrapolate perfectly into the outside world for reasons of selection bias 
and background effects that are difficult to model and control. 

A common twentieth-century view that portrays economic actors as 
operating solely from ethical egoism seems out of place with the science of 
the twenty-first century. The narrowly self-interested, maximizing rational 
economic actor of textbooks has been replenished with a social nature, 
reviving Adam Smith’s deep interest in sociability as the foundation for 
trade and morality. Vernon Smith, for example, argues: 


The most compelling feature of human nature is our sociality. It is our species’ 
capacity for personal social exchange that first enabled task specialization and 
production above bare subsistence. ... the rules for sharing and reciprocity run 


deep in our emotional psyches.’ 


Social exchange draws on both instinctual and emotional reactions that 
cannot be said to be based on the rational calculation of self-interest—even 
though such instincts may produce favorable outcomes. For example, the 
instinct to help another may, with reflection, be found to produce benef- 
cial outcomes for oneself, including enhancing one’s own status. But the 
instinct to help is often spontaneous, not part of the rationalization that 
follows. For this reason, the social perspective is difficult to squeeze into 
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the standard economic model of self-interest. The key conclusions that 

behavioral economists, psychologists, experimental economists, neuro- 

economists, and others have reached in the last few decades is that: 

t. People are not only self-interested but are also other regarding (dem- 
onstrating instinctual benevolence and malevolence toward others); 

2. People care about motives and justice as well as outcomes; 

3. People are not always rational calculators; 

4. Economic behaviors can be altered by the autonomous release of 


hormones. 


Researchers trying to understand the results of modern laboratory find- 
ings have turned to Adam Smith’s social norms outlined in The Theory of 
Moral Sentiments. The following section discusses this research before 
turning to an analysis of Smith’s model. 


LABORATORY EXPERIMENTS 
The Ultimatum Game 

A well-known experiment in economics called the ultimatum game dem- 
onstrates the nuanced role of social norms in decision making.? Two sub- 
jects, who play anonymously on computers, have no chance of bargaining 
or developing a reputation yet must agree on a one-time division of an 
economic payoff (for example, $10). The first player proposes the division, 
and the second player either accepts or declines but cannot negotiate. If 
the offer is declined, neither player receives any payment. In this zero- 
sum world, any gain to the first player is erased by a loss to the second. 
The standard neoclassical prediction is that the first player will propose 
an offer to the second player of a token minimum amount. Think about 
the reasoning behind this expectation: If you saw a $r bill lying on the 
ground in a parking lot, wouldn’t you bend over to pick it up? Wouldn’t 
someone playing this game similarly want to get a free dollar, for no more 
effort than just clicking “accept” on the screen? Because the second player 
is assumed to want to maximize her economic return, any payment is 
better than no payment, and an offer of $r would theoretically be suf- 
ficient to produce agreement. 
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This experiment has been repeated around the world in varying con- 
texts and with large and small payout amounts. The results are surpris- 
ingly uniform: Proposers generally do not make the “rational” economic 
minimum offer of $1, nor do responders generally accept it if offered. 
Proposers almost always offer far more, with the most frequent offer be- 
ing $5; and responders typically refuse offers below $2.50. What could 
explain these anomalous results? One explanation is that the proposers 
are simply being altruistic toward the responders. Another interpretation 
is that proposers are behaving strategically: They expect the responder to 
reject low offers, hence they offer higher ones. 

But why would responders reject low offers in favor of receiving no 


money at all? In a classroom playing of this game students are quick to 
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assert that a $1 offer is “greedy,” “unfair,” “unjust,” or “shows a lack of 
respect” for the responder.’ Responders care about motives and justice in 
addition to their own payouts and may refuse to participate if they think 
a transaction is unfair. These responders may be engaging in altruistic 
punishment to teach the proposer a lesson, even though it comes at per- 
sonal expense. The basis for such altruism may not be benevolence (posi- 
tive regard for others who later may play the game against this player) but 
rather malevolence (wishing bad outcomes for this transgressor). 

In a related experiment called the dictator game, the proposer im- 
poses the split of money on the responder, who is not allowed to reject 
the offer. In this situation the proposer’s strategic considerations of 
trying to avoid a rejection disappear. Nevertheless, proposers continue 
to divide the funds evenly 76 percent of the time.* This would seem to 
be evidence for fairness as a strong motivator in human behavior. But 
the story gets more complex. Moral norms about the division of spoils 
likely arose very early in human hunting and gathering societies, pre- 
ceding government. When the resources to be divided come from the 
experimenters like manna from heaven (random choice of who gets to 
be the proposer), a nearly equal division of spoils may be expected as 
the social norm. Social norms rely on language to frame the moral con- 
text, and researchers thus find that sharing is specific to cultural cir- 
cumstances. The further removed the proposer is psychologically from 


the responder, the lower the offers. In particular, as the social isolation 
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of participants is heightened through greater anonymity and lower po- 
tential for reciprocity, offers in dictator games fall.“ In one variation, 
the proposer receives the right to suggest the division of money based 
on prior work effort and skill. With this different à priori condition, 
an equal division all but disappears: People prefer a division of reward 


that properly accounts for their contributions.’ 


The Trust Game 


Background circumstances of motive and social relationships thus alter 
the dynamics of exchange and the social norms of conduct. These points 
are brought out more fully in an interesting variation called the trust 
game.” Two anonymous players must decide whether to trust and/or re- 
ciprocate. Player 1 starts the game by deciding whether to receive a sure 
payout of $20 for himself and Player 2 or of turning the decision over to 
Player 2. In the latter case Player 2 would then have the option of choos- 
ing $25 for each player or $30 for herself and only $15 for Player 1. A 
maximizing self-interested Player 2 would theoretically always take the 
$30 for herself in one-shot games because there are no strategic or repu- 
tation effects to worry about. Predicting that Player 2 will always defect 
in this way, Player 1 would always choose the $20 option, resulting in a 
trustless, suboptimal outcome. 

What makes these trust experiments interesting is that subjects rou- 
tinely defy the conventional prediction and customarily trust their anony- 
mous partners, thereby earning more money. Almost two-thirds of the 
first movers trust Player 2s and pass the choice over to them. About two- 
thirds of Player 2s who receive the choice then reward Player 1’s trust by 
opting for the even split of $25. Only one-third of second players chose 
to behave opportunistically by taking advantage of the first player’s gen- 
erosity. This is a fairly stunning refutation of the theory that most people 
are selfish and maximizing. 

These results could be explained by arguing that people have a pref- 
erence for altruism (Player 2 has benevolence is her utility function) or 
a preference for equality (Player 2 prefers more even splits). It turns out 
these explanations do not hold up under further investigation. In a follow- 


up involuntary trust game, Player 1 automatically transfers the choice on 
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to Player 2. Because this handover is compulsory, the first mover cannot 
demonstrate his intention to trust the second player. If the preference for 
altruism or the preference for equality were the primary causes of coopera- 
tion, the results should be identical in this game as in the standard trust 
game. However, in this case Player 2’s cooperation drops markedly from 
6§ percent to 33 percent when Player 1’s choice is removed. 

These results support the view that the moral context for decision 
making matters: Player 2 is twice as likely to cooperate when Player 1 is 
perceived to be motivated by trust. One theory for this is that Player 2’s 
cooperative behavior reflects gratitude: Player 1’s trustfulness generates 
appreciation, and Player 2 will respond with generosity. But there is an- 
other possible interpretation that also fits within Adam Smith’s moral 
sentiments model. Player 2 may be acting not only from gratitude but 
also from bonor. Player 2 may feel entrusted with something (a valuable 
choice), An ethical person would feel duty bound to behave honestly and 
to guard Player 1’s property. Player 2 was given a fiduciary trust and 
strives to be worthy of that trust. Although we desire the approval of 
others, this game is played anonymously, so honesty derives in this case 
not from the expected praise or reward of others but from one’s internal 
regard for being praiseworthy. Honor provides a complementary expla- 
nation to gratitude to explain these findings. 


BIOLOGY AND COOPERATION 
Oxytocin and Cooperation 

Can socializing emotions be discovered in the laboratory? Neuroecono- 
mist Paul Zak, building on Smith’s idea of moral sentiments, developed 
a number of tests to see if autonomous hormones are at work in social 
interaction.” Zak discovered that, when engaged in trustful trade, the 
brain releases a dose of oxytocin, a powerful and pleasurable hormone 
also released during orgasm and breast-feeding. “Oxytocin,” Zak notes, 
“is an evolutionarily ancient molecule that is an essential part of the mam- 
malian attachment system.”' By varying doses of this hormone in human 
subjects, Zak is able to alter the degree of empathy and fellow feeling and 
hence the degree of cooperation in monetary experiments. 
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Oxytocin does not last long in the blood stream (only about three 
minutes). But its impact on behavior is profound. Repeating the trust 
game, Zak drew blood from players before and after the game. First mov- 
ers with initially higher levels of oxytocin were far more likely to trust 
Player 2. And Player 2s who had been trusted saw their oxytocin levels 
rise almost 50 percent higher than Player 2s who received money ran- 
domly (as in the involuntary trust game). These hormonal changes hap- 
pen without purposeful control or even mindful awareness. 

According to Zak, hormones and neural networks provide the bio- 
logical scaffolding for sociability that underlies Adam Smith’s conception 
of moral behavior. To activate the release of oxytocin, one gives a sign 
of trust. The person being trusted experiences a surge in oxytocin that 
makes her more likely to reciprocate, which generates a positive feedback 
loop—a virtue cycle. Zak has tested this theory around the world, dem- 
onstrating that group activities such as dancing, singing, or praying can 
also release oxytocin. Group activities can lead to intense bonding and 
caring that is not based on rational calculation of future gain but emo- 
tions spurred by hormones. 

The experience of being trusted produces oxytocin and leads to the 
release of two other powerful chemicals, serotonin and dopamine, that 
make the incident both pleasurable and memorable. The tentative con- 
clusion is that the emotional states of others are experienced physiologi- 
cally within a subject’s brain and that these stimuli affect the subject’s 
later behavior because of the release of chemical messengers that enable 
emotional attachments. In roughly 98 percent of cases, Zak found that 
oxytocin was released in proportion to the degree of trust shown and 
produced a proportional behavioral response. Survival and reproduction 
are presumably enhanced when people develop networks built on deep 
layers of trust that go beyond rational self-interest." 

Although the physiological response is independent of conscious control, 
it can be affected by circumstances in the environment. Stress or fear, for 
example, can suppress other-regarding instincts. In a stressful situation our 
hearts pound and our palms become sweaty—physiological symptoms of 
a fearful emotion. One’s awareness of this condition gives recognition to 


the feeling of being scared. Said differently, hormones cause the physical 
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experience of emotions (for example, elevated heart rate), which in turn 
give rise to feelings about that experience. 

Hormonal changes thus affect feelings of love and trust or hate and 
suspicion. In contrast to oxytocin, which allows people to feel safe and 
trusting of others, testosterone is another ancient molecule that is de- 
signed in part to protect us against others, especially those who would 
take advantage of us. Whereas oxytocin brings people closer together, 
testosterone pushes them apart. Oxytocin is cooperative, whereas testos- 
terone is competitive. Both molecules likely exist for reasons of adapta- 
tion in natural selection: Someone who is always trusting is likely to be 
swindled or perhaps killed; someone who is always distrustful will have a 
hard time enjoying the benefits of specialized trade, as exemplified by the 
male-female reproductive roles. Both women and men release oxytocin 
and testosterone, although women on average have more of the former 
and men on average more of the latter. The bottom line is that behaviors 
observed in the laboratory and in the marketplace—self-interest, be- 
nevolence, and malevolence—are all part of the rich biological soup of 


evolutionary adaptation. 


Mirror Neuron Networks 
In addition to hormones that trigger bonding, humans may also have neu- 
ral pathways for experiencing the pain and pleasure of others. A team of 
neurophysiologists in Italy accidentally discovered the existence of “mir- 
ror neurons” in the brains of monkeys (that presumably also exist in the 
brains of humans). When a human researcher picks up an object, neurons 
instantaneously fire in the brain of a monkey, just as if the monkey had 
picked up the same object.'* Correspondingly, people watching a realis- 
tic horror movie may flinch and draw back, even though the monster is 
inflicting pain to others on the screen. This potentially demonstrates the 
neurological ability to use imagination to experience what we think oth- 
ers experience—in other words, it may reflect the aptitude for empathy or 
“fellow feeling.” Like oxytocin, the mirror neuron response is automatic 
and preanalytical. The science of mirror neurons is controversial and rap- 
idly changing. At least on the surtace, this discovery is in line with Adam 


Smith’s conjecture that “the pleasure and the pain [of fellow feeling] are 
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always felt so instantaneously” so that mutual sympathy is not the result 


of a calculation of self-interest. We turn now to develop Smith’s theory. 


ADAM SMITH’S PARENTING OF ECONOMICS 

Adam Smith (1723-1790) is considered the founder of modern econom- 
ics. In The Wealth of Nations (1776) he is concerned with prudence and 
financial gain. A desired goal of the commercial system is to produce 
economic growth—to enlarge the economic pie—to lift the poor out of 
poverty. Justice demands that every person be able to compete fairly for 
these economic gains. The policies to achieve this include freer trade, 
which would remove restraints that lead to monopolies owned by well- 
connected elites. It is no coincidence that Smith’s treatise on trade ap- 
peared the same year as America’s declaration of independence because 
one of Smith’s peeves was the colonial trade. Smith’s concern for justice 
was elaborated earlier in 1759, in The Theory of Moral Sentiments (TMS). 
In this book Smith attempts to explain and endorse the role that feelings 
play in the formation of trust and social norms. Caring and commitment, 
rather than calculation, are elaborated in Smith’s theory. 

Although much has been written about Smith’s two books (including 
the allegation that they represent contradictory theories), a late-twentieth- 
century revival of scholarship on Smith shows that his writings reflect a 
consistent philosophical view."* Galileo and Newton in the sixteenth and 
seventeenth centuries popularized the notion that invisible forces (such 
as gravity) explained the working of the physical universe. Smith was 
one of the subsequent Scottish Enlightenment thinkers of the eighteenth 
century who attempted to model the invisible forces that held a society 
of persons together and enabled it to grow and prosper. To Smith, “The 
science which pretends to investigate and explain those connecting prin- 
ciples is what is properly called moral philosophy”—encompassing the 
fields we today call philosophy, psychology, sociology, economics, politi- 
cal science, and law." 


Human Nature, Institutions, and the Invisible Hand 
The ultimatum, dictator, and trust experiments demonstrate that people 


in a lab trust others and cooperate much more than is predicted in the 
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standard twentieth-century model of Homo economicus. If so, people 
expose themselves to the possible trickery and opportunism of others. 
Smith’s TMS, which preceded Darwin’s Origin of the Species (1859) by 
exactly 100 years, was the inspiration for Darwin’s view of how humans 
come to cooperate in groups, despite the potential cost to those who trust." 
Clearly, evolution would favor trust only if the gains to trust exceed the 
losses in terms of survival and procreation. Although Adam Smith did 
not know about evolution, his biological explanation begins with a deity 
that creates nature and its laws of survival: “Thus self-preservation, and 
the propagation of the species, are the great ends which Nature seems to 
have proposed in the formation of all animals.” 

Although nature embeds in all living things a desire for biological suc- 
cess, the mechanisms for achieving this are instinctive because human 
reasoning is “slow and uncertain”: 


But though we are in this manner endowed with a very strong desire of those 
ends [survival and propagation], it has not been intrusted to the slow and un- 
certain determinations of our reason, to find out the proper means of bring- 
ing them about. Nature has directed us to the greater part of these [ends] by 
original and immediate instincts. Hunger, thirst, the passion which unites the 
two sexes, the love of pleasure, and the dread of pain, prompt us to apply those 
means for their own sakes, and without any consideration of their tendency to 
those beneficent ends which the great Director of nature intended to produce 


by them.” 


Not surprisingly, Smith is recognized today as one of the fathers of 
behavioral economics for his rejection of hyperrationality.'® But society 
does not progress by instincts alone. Instincts can sometimes lead us to 
bad outcomes. Human taste buds crave fat and sugar, traits favorable 
for adaptive selection 30,000 years ago when these items were scarce in 
the diet. In today’s world of caloric excess, the instinct for fat and sugar 
can produce diabetes and heart disease. Smith notes that the instincts 
that serve us need to be moderated by the rules or norms that arise out 
of social relations and that are transmitted across generations both as 


custom and law. 
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Thomas Hobbes, the philosopher who lived during the English 
Civil War of 1642-1651, also believed that mutually agreed institutions 
were needed for survival. In time of war, “every man is enemy to every 
man....and the life of man [is] solitary, poor, nasty, brutish, and short.” "° 
To avoid bloodshed, people would rationally agree to form a government 
that would instill rules of order, even though people naturally prefer to 
live alone. This rationalistic account of the evolution of social institutions 
is rejected by Smith. 

Rather than enlightened self-interest as the basis for social institutions, 
Smith argues that rules of cooperation are grounded in the natural in- 
stincts humans have to socialize and bond with others and are governed 
by emotional reactions. The social rules of human exchange create moral 
norms that can be either formal or informal and these change only slowly 
in response to a widening moral imagination and altered feelings about 
right and wrong. 

For children or cultural newcomers, the socializing process is long and 
difficult. A baby just out of the womb bursts into a fit of crying that both 
clears the airway and draws attention to the baby’s needs for care. Every 
healthy newborn behaves in this instinctively selfish manner. It is on this 
infantile nature that the Homo economicus model builds, forgetting that 
children undergo decades of training to forge them into a different kind 
of socially intelligent person. The process is not easy or seamless, which 
is why raising children is challenging and why many cultures involve 
grandparents and extended families in the process. 

At some point in early childhood development, a healthy brain devel- 
ops to the stage at which the infant is able to perceive differences between 
self and others. In addition to feeling their own emotions, infants begin 
to develop the capacity to experience the emotions of others. This instinc- 
tive ability is called “fellow feeling.” When a child’s emotions align with 
that of his parents, the child experiences pleasure; when they do not, he 
experiences discord. A child thus has a natural instinct to reach emotional 
equilibrium with others in his group. From experience and pain a child 
learns which behaviors are acceptable and which are not in the group. 


Eventually, a well-socialized child comes to adopt the rules internally. 
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Our emotional reactions depend on the circumstances, and virtue 
ethics cannot be reduced to a simple set of rules. Circumstances change, 
and so does the appropriate response. For example, if one’s father dies, a 
normal reaction might be to grieve deeply. Others observing this behav- 
ior would feel in emotional equilibrium because it fits the situation. Sup- 
pose, however, you observe someone not grieving at all on losing a father: 
Such behavior would seem out of place and inappropriate. If we were to 
learn that the father had abandoned the family and had no interaction 
with them, the lack of emotional response would now make sense and be 
judged appropriate to the circumstance. No simple rule of behavior can 
cover the complexity of human experience, according to virtue ethics. 

Although selfishness is a desirable and necessary instinct, two other 
instincts develop with age. One is the prosocial instinct for benevolence: 
We desire to see good things happen to deserving people. Smith thinks 
this is an important enough disposition that he begins TMS with this 
line: “How selfish soever man may be supposed, there are evidently some 
principles in his nature, which interest him in the fortune of others, and 
render their happiness necessary to him, though he derives nothing from 
it except the pleasure of seeing it.”*” But altruism alone is not the basis 
for cooperation. A third and more powerful sentiment is malevolence: 
We desire to see bad things happen to bad people. Smith argues that this 
social instinct is the “main pillar” in the institution of justice, without 
which society would “crumble into atoms.”*' One can see this principle 
at work in the ultimatum game when players reject offers considered un- 
fair, so as to punish perceived transgressors. People who are willing to 
incur a personal cost to uphold a socially beneficial norm are in some 
sense voluntarily contributing to a public good, even though they do not 
directly benefit in this case.** 

The instincts for self, for others, and against others create internal 
conflicts. Socialization is the process by which adults sensitize offspring 
as to appropriate ways of balancing these impulses. Imagine this sce- 
nario: A loving parent smiles and jiggles some keys, causing a sympathetic 
emotional reaction in the child, who laughs and giggles. A few moments 
later the child turns and hits his younger sister with the keys. The par- 


ent’s smile now turns to a frown, and the child’s face that a moment ago 
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was happy now looks unsure. The parent withholds mutual sympathy 
when the child is misbehaving. This forces the child to stretch his moral 
imagination, that is, his ability to see himself through the eyes of a par- 
ent. When the child gets older, he comes to develop the habit of under- 
standing things as others see them and can recognize the pain caused to 
others. This compels the child’s own selfishness to be naturally curtailed 
by a growing self-control. 

The fellow feeling that provides the foundation for Smith’s model of 
moral sentiments is genuine and not calculated to win favor with others 
(although it might have that effect). Smith writes: 


But whatever may be the cause of sympathy, or however it may be excited, noth- 
ing pleases us more than to observe in other men a fellow-feeling with all the 
emotions of our own breast; nor are we ever so much shocked as by the appear- 
ance of the contrary. .. . But both the pleasure and the pain are always felt so 
instantaneously, and often upon such frivolous occasions, that it seems evident 


that neither of them can be derived from any such self-interested consideration,** 


Over time, a socialized child begins to share fellow feeling not just with 
others but with an internal “spectator” who mindfully watches over con- 
duct even when parents are away. In this way, a child begins to internalize 
appropriate norms of conduct as part of his or her identity. The ultimate 
standard is not the regard of others that our conduct is praiseworthy; it 
is the approval of ourselves. This is not a model of rational self-interest 
as the driver of human morals. Vernon Smith, one of the experimental- 
ists mentioned above, reflects that “far from championing the individual’s 
pursuit of self-love, [Adam] Smith saw the individual as not even defined 
except in a social context. There is no cognitive individual psychology 
except as it is born of a person’s social circumstances, out of the ‘social 


psychology’ of his environs.”** 


The Creation and Evolution of Institutions 
Adam Smith does not argue that morality is about changing human 
nature because that is fixed by nature. Nor does he argue that humans 
should simply follow their given instincts (such as the instinct for greed). 


Rather, a good society is created through the channeling and control of 
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instincts through socially devised institutions. Institutions are the “rules 
of the game” that establish our duties with regard to others. Such insti- 
tutions can be informal (norms about how to treat others) or legal (laws 
about how to treat others), 

The reason Smith is skeptical of letting natural instincts run rampant 
is that our rash passions often mislead us. For example, in Shakespeare’s 
Romeo and Juliet, the perception of family disrespect leads Tybalt to chal- 
lenge Romeo to a duel that leads to multiple tragic deaths. Instinctual 
rage can lead people to kill. In the context of modern American society, 
killing another over such an insult would be considered a huge overreac- 
tion; fellow citizens would withhold their sympathy with the protagonist’s 
feeling of being disrespected and instead sympathize with the victim and 
his family and friends. Justice in this case is on the side of the victim. 

The rules of morality thus arise initially from the shared emotional 
reactions to experience, which when observed from a distant and ratio- 
nal perspective can be seen to produce desirable outcomes. The ban on 
murder produces better outcomes than without it. But Smith reiterates his 
differences with Hobbes: “But though reason is undoubtedly the source 
of the general rules of morality. ... These first perceptions [of right and 
wrong]... cannot be the object of reason, but of immediate sense and 


feeling.” Hence: 


The general maxims of morality are formed, like all other general maxims, from 
experience and induction. We observe in a great variety of particular cases what 
pleases or displeases our moral faculties, what these approve or disapprove of, 


and, by induction from this experience, we establish those general rules.** 


The norms of justice reflect the sympathies of a particular culture at 
a particular point in time. In the Athens of Aristotle’s era, parents could 
abandon an unwanted newborn on the roadside, exposing it to the ele- 
ments and leaving its fate to the gods or passing strangers. Owning other 
humans as slaves was also a norm. Both of these practices are reviled to- 
day. Institutions evolve when enough people use their moral imaginations 
to sympathize in a new way, giving rise to updated norms of behavior.** 


The providentially given instinct for sociability as well as the humanly de- 
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vised institutions of justice provide the context for understanding Smith's 
invisible hand.” This model is further elaborated in the following chapter. 

This chapter connects the findings of modern science with the moral 
sentiments theory of Adam Smith. In contrast to the narrowly self- 
interested view of standard economic models, experiments demonstrate 
that people care about others in two senses: We are prosocial in desiring 
good outcomes for family, friends, and others worthy of our benevolence, 
and we are antisocial in craving bad outcomes for our enemies, particularly 
those who break the rules of justice. Paradoxically, the negative emotions 
of hatred and envy help to promote and enforce the social ends of spe- 
cies cooperation. We certainly want to know “What’s in it for me?”—but 
we are never far from wanting to know what’s in it for you, and others, 
and seeing that justice is meted out. A well-socialized person engages the 
community and can certainly be self-interested, ambitious, and striving. 
But those characteristics do not imply greed. 

In a passage written a few months before his death, Smith clarifies 
his view that self-interest is not by itself sufficient to create a sustainable, 


desirable society. All the cardinal virtues are needed for that: 


“Superior” prudence involves wise and judicious conduct directed to greater 
and nobler purposes than to the needs of the individual. It is the former pru- 
dence combined with greater and more splendid virtues: valour, extensive, 
strong benevolence, a sacred regard for rules of justice, and a proper degree of 
self-command. It necessarily supposes the utmost perfection of intellectual and 


moral virtues. It is the best head joined to the best heart." 


LOOKING AHEAD 
Perfect prudence—“the best head joined to the best heart”—captures the 
essential critique that virtue ethicists make of other moral frameworks: 
These rely on virtuous persons, without which their systems would likely 
fail. Yet these alternative systems can provide no explanation or justifi- 
cation for how virtue arises and is sustained. To a virtue ethicist, good 
character is the invisible oxygen that supports society, even though it is 
often overlooked. The care and development of character is the essential 
obligation of one generation to the next. This is accomplished not by 
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reading intellectual treatises but by studying examples—either in real per- 
sons or via the imagination (the world of stories and the arts). Garrison 
Keillor notes, “Stories give us the simple empathy that is the basis of the 
Golden Rule, which is the basis of civilized society.” = 

Smith’s model is not about rational maximizing behavior leading to 
desirable outcomes (as the invisible hand is often incorrectly portrayed). 
In fact, Smith particularly notes that it is irrational behavior that plays 
a key role in human progress because people misperceive the connection 
between wealth and happiness. For Smith, the evolution of society toward 
greater progress is not the result of rational planning, but the consequence 
of a spontaneous order arising from seemingly disconnected actions of 
a crowd. Within this story, self-control is the preeminent moral virtue. 
During the deregulation of financial markets in the late twentieth cen- 
tury, however, the contrary view was adopted: that unrestrained greed 
and hyperrationality would correct market excesses, making institutional 
ethics and government regulations superfluous. We turn to these topics 


and the Great Recession of 2008 to see how Adam Smith’s theories relate. 
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CHAPTER i] 
Ethics and the Financial Crisis of 2008 


This chapter explores ethical beliefs that contributed to financial 
deregulation and the global financial crisis of 2008. Proponents of 
laissez-faire markets argue that greed produces self-regulation and 
sufficient safety, presumably based on Adam Smith’s notion of an 
invisible hand. This turns out to misrepresent Smith and his 
ethical-economic model. To Smith, human instincts need to 
be channeled through appropriate institutions; in his model, 


regulations in financial markets are warranted. 


INTRODUCTION 
A financial panic originating on Wall Street led to a worldwide economic 
downturn in 2008, Wealth in the United States shrank by $16 trillion, 
about one-quarter of total wealth. More than 16 million households ex- 
perienced a mortgage loan foreclosure between 2006 and 2012, and more 
than 5 million households were evicted from their homes. Although the 
crisis began in the United States, many other countries fared far worse. 
The causes and consequences of this event are complex and controversial, 
admitting of no single perspective.’ The deregulation of financial markets 
after 1980 played a part by creating a more fragile financial system. The 
pooling of mortgage assets was intended to hedge risk but actually served 
to amplify risks that were systemic and poorly understood. The rollback 
of regulations had a strong moral and ideological premise that greed is 
good and that greed leads to adequate self-regulation in the market. High 
risk taking through financial innovation soon replaced the stodgy prod- 
ucts and services mandated after the collapse of the Great Depression. 


The Morality of Keynesian Economics 
The Great Depression was a searing event in economic history. A quarter 
of the labor force in the United States became unemployed in the dark 
year of 1933. The suffering was recorded in Dorothea Lange’s photojour- 
nalism and in epic novels such as John Steinbeck’s The Grapes of Wrath 


(1939). What makes that episode so tragic is that many economists came 
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to see the severity of the depression as largely avoidable. Better policies 
and regulations by the monetary authorities at the Federal Reserve Board 
might have reduced runs on banks and prevented contagion effects, so 
that the downfall of one bank would not produce a systemwide collapse. 
Appropriate taxing and spending by the federal government could also 
have provided countercyclical balance in the macro economy. These latter 
ideas were the work of John Maynard Keynes and his converts. 

Writing in 1936, British economist John Maynard Keynes argued in 
The General Theory of Employment, Interest, and Money that economic 
growth could be restored through appropriate economic policies. Keynes 
was not advocating deficit spending per se but rather countercyclical spend- 
ing: Government should run deficits during recessions and surpluses dur- 
ing booms, so the long run effect would be a balanced budget. Keynesian 
economics overturned the conventional thinking that governments should 
“tighten their belts” during economic downturns and introduced a dif- 
ferent ethical perspective—that helping the unemployed was a national 
obligation. In the preface to The General Theory, Keynes noted, “The 
ideas which are here expressed so laboriously are extremely simple and 
should be obvious. The difficulty lies, not in the new ideas, but in escap- 
ing from the old ones.”? 

The old ideas, called the classical school, viewed the economy as a self- 
righting machine. Jean Baptiste Say (1767-1832) was a French economist 
who popularized this view. In rough terms, Say’s law states that “supply 
creates its own demand.” There could never be a permanent oversupply of 
goods because producing commodities creates income and income gener- 
ates demand for more commodities. This model is captured by the movie 
Field of Dreams: “If you build it, [they] will come!” 

One complaint against Say’s law is that workers may conserve in- 
come, rather than spend it. Say had a quick response: Savings put into 
investment also generates demand. A worker hired to build a new fac- 
tory (an investment) is employed just as much as a worker hired to build 
a new television (a consumption good). But what if all workers decide to 
save at the same time? In that case the interest rate will drop, inducing 


some people to reduce their savings and other people to increase their 
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borrowings for investment. Financial, labor, and real goods markets 
all reach equilibrium. 

This sounds a little too idealistic, and in reality the classical model 
admitted to a normal cycle of booms and busts. Tides rush in and then 
rush out, just as markets expand and then contract. Things return to 
normal. The key point is that no government action is needed to restore 
equilibrium. The classical paradigm exerted a powerful impact on moral 
attitudes. Keynes wrote that “the ideas of economists and political phi- 
losophers, both when they are right and when they are wrong, are far 
more powerful than is commonly understood. Indeed the world is ruled 
by little else.” If the classical paradigm is correct that labor markets re- 
turn to equilibrium on their own, then anyone who remains unemployed 
is voluntarily unemployed. It is morally repugnant to give a handout to 
an able-bodied person who simply chooses not to work. Doing so cre- 
ates a moral hazard by offering an incentive for people to be lazy. Hence, 
the appropriate government policy in these circumstances is to let nature 
take its course. This is a powerful example of how a “positive” economic 
model (explaining the world) has profoundly “normative” implications 
(clarifying the ethical choices). 

Keynes’s theory, however, holds that labor markets do not adjust seam- 
lessly to a downturn in demand. There could be significant wage and price 
rigidities that prevent markets from reaching equilibrium. In addition, 
Keynes believed that the interest rate might not fall far enough to produce 
full employment. If everyone tries to save at the same time, the interest 
rate will fall, but only to the point at which the return on bonds becomes 
less attractive relative to holding money (because money does not carry 
a default risk). If people at the margin prefer to hold money rather than 
bonds, such a “liquidity trap” prevents new savings from generating new 
investments needed to restart the economy. If these conditions persist, the 
economy could enter into prolonged depression. 

In the Keynesian view, unemployment in these circumstances is not 
voluntary because the root problem is systemic (beyond any individual's 
control). Helping the unemployed becomes a moral obligation, and it is not 


appropriate to sit and wait for the market to self-correct in the long run: 
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... this long run is a misleading guide to current affairs. In the long run we are 
all dead. Economists set themselves too easy, too useless a task if in tempestu- 
ous seasons they can only tell us that when the storm is long past the ocean is 


flat again," 


In the decades after the Great Depression, most economists and politi- 
cians became “Keynesians,” accepting the notion that collective action 
can mitigate the effect of recessions. And if collective action can do so, 
it ought to do so. In 1946 this view was formally adopted when Con- 
gress declared that “it is the continuing policy and responsibility of the 
Federal Government to use all practicable means... to promote maxi- 
mum employment, production, and purchasing power.”* The change in 
policy from “let nature take its course” to one of action and remedy 
had a remarkable effect on the economy. In the nineteenth century and 
up to the mid-twentieth century, economic downturns came often and 
persisted on average about twenty-one months. Under Keynesian poli- 
cies the average recession lasted about half as long, only eleven months. 
Economic volatility has been substantially lower, and national income 
and employment higher, coincident with the change in fiscal and mon- 
etary policies.‘ 

Nevertheless, Keynesianism became increasingly controversial in the 
1970s when the economy entered a period of stagflation (simultaneously 
high inflation and unemployment). “New classical” theorists sought to 
develop the microfoundations for the macroeconomy. Assuming fully 
rational economic agents and perfectly flexible markets, Robert Lucas, 
who won the Nobel Prize for his work in 1995, argued that government 
policies failed because market participants could accurately predict and 
respond to them, offsetting the policy makers’ intentions. Lucas’ rational 
expectations model essentially reaches the same conclusions as the clas- 
sical model: Public activism is ineffectual and, therefore, unwarranted. 
Others argue that recessions may not reflect a failure of markets to clear 
but a desirable response to changes in technology or other shocks. In this 
view, recessions and booms can be good things. If true, this changes the 
implications of countercyclical fiscal and monetary policies: Is it moral 


to interfere with the invisible hand? 
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THE RISE OF ETHICAL EGOISM 

The virtue of greed was widely promulgated by some economists in the 
twentieth century. Kenneth J. Arrow and Frank Hahn, in their monumental 
work General Competitive Analysis (1971), assume that “greed” under- 
pins economic efficiency. Walter Williams, an economist and columnist, 
writes, “Free markets, private property rights, voluntary exchange, and 
greed produce preferable outcomes most times and under most conditions.” 
Allegedly it is Adam Smith who provides the “dignity to greed.”” By the 
early 1980s, Smith’s notion that institutions were needed to help restrain 
human excesses (discussed in Chapter 8) had been largely forgotten. In 
its place arose a focus on the individual as an autonomous and isolated 
consumer, with no duties or virtues to discern or develop. “Economic 
man” has no social preferences or identity to uphold, only an unrelent- 
ing quest to satisfy his own utility. 

Ethical egoism had actually appeared much earlier in the twenti- 
eth century. One of the strongest advocates of this view was Ayn Rand 
(1905-1982), a Russian émigré who reacted vehemently against the rise 
of communism and communitarian ideals. She unabashedly celebrated 
the doctrine of ethical egoism in popular novels such as The Fountain- 
head (1943) and Atlas Shrugged (1957). Adherents of Rand’s philosophy 
include Alan Greenspan (the former chairman of the Federal Reserve), 
Senator Rand Paul, and Congressman Paul Ryan (candidate for vice presi- 
dent in 2012). Ivan Boesky, a stock trader, echoed these sentiments when 
he told business school graduates in 1986 that “greed is healthy. You can 
be greedy and still feel good about yourself.”* Shortly thereafter Boesky 
confessed to insider trading fraud and received three years in prison and a 
$100 million fine. In the popular movie Wall Street (1987), the main char- 
acter Gordon Gekko gives an impassioned speech derived from Boesky in 
which he states, “Greed works. Greed clarifies, cuts through and captures 
the essence of the evolutionary spirit.” 

Ethical egoism can be justified on the theory that under the right cir- 
cumstances market efficiency would produce the best possible outcomes 
for society at large (see the first fundamental welfare theorem, Chap- 
ter 5). This is called the “invisible hand theorem” even though we noted in 
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Chapter 8 that this is a misnomer; the idea that “greed is good” appears 
much earlier in the writing of Bernard Mandeville and is a doctrine that 
Adam Smith explicitly rejected. 


Mandeville on Private Vices and Public Benefits 

Bernard Mandeville (1670-1733) was a Dutch doctor and activist who 
moved to London and became a pamphleteer. In 1705 Mandeville pub- 
lished his famous poem, The Grumbling Hive: or, Knaves Turn’d Hon- 
est, reprinted in 1714 as The Fable of the Bees, or: Private Vices, Publick 
Benefits. The humorous verse describes a vice-filled beehive that flourishes 
because lust, vanity, and greed spur demand and create full employment. 
Vice feeds ingenuity and creates economic progress such that the “poor 
lived better than the rich before.” In Mandeville’s words, “Every part was 
full of vice / Yet the whole mass a Paradise.” Virtue makes friends with 
vice for the “common good.”” 

But moralizers in the beehive are not content. They eventually ask their 
god to make society honest, and the wish is fulfilled. In an unexpected 
twist, the onset of virtue leads to economic depression and despair! Lack- 
ing profligate spending, aggregate demand collapses: “In half an Hour, 
the Nation round / Meat fell a Penny in the Pound,” and Mandeville’s 
conclusion is that “Fools only strive / To make a Great an honest Hive.” 
Mandeville thus anticipated Keynesian economics, by proposing that a 
drop in aggregate spending could cause lasting declines in employment and 
output. Mandeville’s wider claim is about morality: that vice is virtuous. 

Adam Smith devoted considerable attention to disputing Mandeville’s 
attack on virtue and self-restraint. His doctrines, Smith wrote, are a “fal- 


"I" In the twentieth century Mandeville’s 


lacy” and “wholly pernicious. 
doctrine reappeared, however, repackaged as “greed is good.” It had a 


profound impact on financial deregulation. 


Financial Deregulation and Moral Hazard 
Financial industry proponents, in and out of government, chaffed under 
government regulations that had been imposed during the Great Depres- 
sion. The Glass-Steagall Act prevented retail banks that accept deposits 


from speculating on stock markets, as do investment banks; interstate 
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branching restrictions prevented size and contagion effects; government- 
permitted financial products were “plain vanilla” and highly regulated; 
and banks were required to keep high capital reserves. During the period 
from 1950 to 1970 the U.S. economy boomed within the constraints that 
forced financial firms to take low risks. This is not to imply that there were 
no bank failures. The debt crisis of 1982, for example, nearly brought 
down the global financial system when floating rate loans to Latin America 
imploded after the Federal Reserve raised interest rates. 

But, after 1980, bankers perceived an opportunity to create more profits 
with ever-more-sophisticated and complex financial products. A revolv- 
ing door of insiders from Wall Street went to work in the Treasury, the 
White House, and regulatory agencies, and they heavily lobbied Congress 
to liberalize financial markets. Deregulation began in the early r980s and 
continued through 2006; over this period financial profits doubled from 
roughly 4 percent to 8 percent of GDP.” 

Some of the new products included collateralized debt obligations 
(CDOs), which are bundles of liabilities, generally comprised of home 
mortgages of different locations and qualities. Houses provide the collat- 
eral for bonds sold to investors. These could be partitioned into tranches 
or levels that represent different stages of risk. Unfortunately, the financial 
market was rife with moral hazard—incentives for participants to take 
excessive risks that impose costs on third parties. Mortgage companies 
could earn higher profit by lending to riskier borrowers with subprime 
loans. These mortgages were sent to Wall Street for bundling with others 
into CDOs. Credit rating agencies earned high fees from the investment 
banks by grading CDOs as super-safe, on the theory that diversified hous- 
ing markets would not all simultaneously burst. Financial institutions also 
hedged their risks by buying credit default swaps (CDSs) sold by large 
banks and by the insurance giant AIG. These provided protection against 
the risk of CDO default. However, AIG petitioned for a regulatory loop- 
hole that allowed it to keep zero reserves against any potential defaults. 

Meanwhile, along the same lines, lobbyists employed by these financial 
firms worked to ensure that the vast market in financial derivatives would 
remain unregulated. Derivatives are bets on future prices that enable a 


company to hedge risky assets. But such derivatives can entail gambling 
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when no underlying asset is owned. Major investment banks like Gold- 
man Sachs and Bear Stearns obtained exemptions from the rules so they 
too could boost profits by borrowing heavily to speculate on these as- 
sets, keeping little of their own equity at risk." These banks also faced a 
moral hazard: They were now too large and interconnected to fail without 
creating an economic catastrophe, one that would bring down not only 
financial markets but also the “real” sector of manufacturers, farmers, 
and households. Hence, these megabanks could take on huge risks, rela- 
tively secure in the belief that the government would not let them fail. 

The federal government played an important part in the real estate 
bubble through its implicit backing of Fannie Mae and Freddie Mac. 
These quasi-governmental organizations were formed decades earlier to 
promote home ownership by creating a secondary market in mortgages. 
Although these companies maintained rules for quality control that set 
industry standards, the standards became eroded when subprime mort- 
gage originators like Countrywide bypassed them to sell directly to Wall 
Street. Fannie and Freddie lost market share and eventually lowered their 
own lending standards. Borrowers with questionable earnings and small 
(or no) down payments were able to get loans. Meanwhile, the Federal 
Reserve may have contributed to the severity of the recession by its see- 
saw policies, particularly in failing to lower interest rates in the summer 
of 2008." 


Collapse of the Efficient Market Hypothesis 
The belief that financial markets can regulate themselves was critically 
tied to the “efficient market hypothesis”—the thesis that market prices 
rationally reflect all the available information and, therefore, that bub- 
bles can never exist (a bubble is defined as an irrational price surge).' 
Greed would lead market participants to bet against overpriced securities, 
thereby popping any emerging bubbles. The invention of sophisticated new 
tools of analysis would enable firms to analyze product prices and evalu- 
ate risks appropriately. This perspective turned out to be shortsighted. 
Markets work well when incentives are appropriately aligned, not when 
widespread moral hazard exists due to asymmetric information and a 


“rigged” market with bailout guarantees. 
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Moreover, behavioral economics suggests that traders do not always 
operate on the basis of market fundamentals but may experience “ani- 
mal spirits’—spontaneous swings in optimism or pessimism that result 
in unstable price gyrations. Keynes used the term in 1936 to describe his 
experiences as a stock trader and speculator.'* Robert Shiller echoed the 
view of market imperfection when he published Irrational Exuberance in 
2000, predicting a major correction in technology stocks (the “dot-com” 
bust). Over the fifteen months leading up to March z000, the NASDAQ 
composite index of stocks skyrocketed 130 percent. Then it plummeted, 
losing three-fourths of its value by late 2002. 

Investors quickly forgot about the fizzle in technology stocks and 
began creating new bubbles in housing and bond markets, buoyed by a 
flood of foreign capital into the United States from emerging markets." 
The public (and government regulators) seemingly had failing memories 
about the Great Depression and the contagion effects that led to wide- 
spread banking failures. Arrogance and hubris—permanent features of 
the human psyche according to Adam Smith—led many to believe that 
markets would never fail again. Excessive risk taking and leveraging by 
the financial industry produced balance sheet problems that eventually 
precipitated a crisis. By 2006 housing prices had peaked, and the rate of 
mortgage defaults doubled the following year. Investors began to recon- 
sider the risk of CDOs as losses mounted and banks scrambled to acquire 
liquidity (ready cash). In December 2007 the economy slid into recession. 

In March 2008 the first bank to go under was Bear Stearns, which was 
absorbed into JPMorgan with the help of a large government subsidy. Six 
months later Lehman Brothers (the fourth largest U.S. investment bank) 
declared bankruptcy after a private merger failed. Government leaders 
balked at bailing it out because they feared creating a moral hazard or 
that they lacked legal authority. This was a short-lived policy because 
AIG, whose credit default insurance tentacles stretched around the world, 
collapsed the following week. It was too interconnected to fail without 
bringing down many other companies, and thus AIG was bailed out 
with massive injections of government capital, in exchange for partial 
nationalization. All the major banks (some under duress) absorbed large 


amounts of financing from the federal government, as did General Motors 
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and others. The bailout fund known as the Troubled Asset Relief Pro- 
gram (TARP) eventually dispersed $430 billion, most of which was later 
repaid. The net cost to the government of the bailout was $32 billion.” 

The massive experiment to see what would happen if greed were 
unleashed in financial markets came crashing down in 2008, causing a 
worldwide recession. Because Adam Smith’s name was often invoked to 
support the deregulation of financial markets, it is instructive to examine 


what Smith wrote about these markets. 


ADAM SMITH, GREED, AND FINANCIAL MARKETS 

As noted in Chapter 8, twentieth-century economists wrongly carica- 
tured Smith as a proponent of greed, based on a selective reading of his 
works. In support of this simplistic view is the frequently quoted passage 
in which Smith argues that striving merchants are motivated by an in- 
stinct for self-interest: “It is not from the benevolence of the butcher, the 
brewer, or the baker, that we expect our dinner, but from their regard to 
their own interest. We address ourselves, not to their humanity but to their 
self-love.”!’ Later, in another famous passage, Smith analyzes whether 
government should impose constraints on the international flow of capital. 
Smith argues that no regulations are needed because businesspeople will 
naturally prefer to keep their capital close to home. Every entrepreneur 
intends only his own gain and strives to invest his capital in projects that 
earn the highest returns, and in doing so he is “led by an invisible hand 
to promote an end which was no part of his intention.”*° That unintended 
end is the betterment of society at large. 

Smith thus made clear to his readers that self-interest plays an impor- 
tant and justifiable role in motivating behavior and creating a good soci- 
ety. Creating public policies on the false belief that benevolence is the only 
justifiable moral motive would be a mistake, because nature endows us 
with a strong and healthy instinct for self. Moreover, many people who 
claim to be acting out of benevolence are disguising their own selfish 
aims: “I have never known much good done by those who affect to trade 
for the public good,” Smith wrote.*! Common sense requires prudence 
and wisdom in economic affairs—a careful balancing of interests—in- 


cluding one’s own interests to feed and clothe one’s family. It is virtuous 
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(in this narrow sense) to look after oneself, and it is a vice to rely on the 
handouts of others. 

But it is a misreading of Smith to equate his self-interest with greed. 
Greedy individuals will generally lower the economic returns to society 
by conspiring to create monopolies, by rent seeking, and by free riding.” 
Smith shows that economic growth can be enhanced if institutional 
rules are in place—social and legal norms, regulations, and competitive 
markets—that keep greed in check. As to Mandeville’s claim that greed 
inspires ingenuity, Smith notes that entrepreneurs are generally working 
for social rather than material rewards: “It is not ease or pleasure, but 
always honour, of one kind or another, though frequently an honour very 
ill understood, that the ambitious man really pursues.”® The origin of 
exchange arises not from rational, goal-oriented profit seeking but from 
an instinct for sociability. Imagine two strangers passing on a lonely road. 
Their first instinct is to trade ideas and feelings. The desire to be believed, 
to persuade, and to share fellow feeling constitutes the social exchange 
that precedes the swapping of gifts.** When Smith talks about “self-love,” 
it is not synonymous with greed because there is a social context of moral 
norms to which people would be expected to adhere. Smith’s market ex- 
amples usually rely on conversation, civility, and character. Hence, “to 
be laying a plot either to gain or to save a single shilling, would degrade 
the most vulgar tradesman in the opinion of all his neighbors.” 

Even the wholesale merchant who deals in impersonal markets is alert 
to moral undercurrents. It is expensive to write and enforce contracts, 
hence Smith explains the paramount concern for trust when making in- 
vestments: “He can know better the character and situation of the persons 
whom he trusts.”*° In Smith’s view, a person of character is honest not be- 
cause he has calculated the advantage of appearing trustworthy; a person 
of character loves virtue itself. Smith’s commercial traders (the butcher, 
the brewer, and the baker) are embedded in a social web that motivates 
as well as constrains behavior through internal and external mechanisms. 

Smith’s version of self-interest thus means something different than 
the twentieth-century conception: It means paying appropriate attention 
to one’s own interests within the wider context of one’s duties to others. 


The ultimate result of the propensity to “truck, barter, and exchange” is 
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a growing specialization of labor and a consequent improvement in labor 
productivity. The standard of living grows, but it is too simplistic to see 
this as rational calculation motivated mainly by greed. 


The Invisible Hand and Public Policy 

Adam Smith examined and explicitly rejected the notion that greed, 
unleashed without restraint, would automatically lead to socially desir- 
able outcomes through the working of the invisible hand. Public policy 
needs to take account of human instincts and devise institutional rules 
that create incentives supportive of progress. It is a lesson that modern 
economists learned only painfully. After the 2008 crash, Alan Greenspan 
lamented, “Those of us who have looked to the self-interest of lending 
institutions to protect shareholders’ equity, myself included, are in a state 
of shocked disbelief.”*’ Simply letting instincts run rampant, even within 
a competitive market, may result in suboptimal outcomes. The public 
policy Smith proposed toward financial markets is thus quite different 
than many would suspect. 

In Smith’s model Divine Providence (meaning God's foresight and pru- 
dence) created the natural world within which humans live and act. That 
world is driven by human nature, biologically predetermined to strive for 
survival and procreation. Humans are not always aware of these ultimate 
goals and instead respond to proximate instincts (hunger, sexual appetite, 
and so on). Social institutions work with human nature and in the best 


circumstances produce progress for society (Figure 9.1). 


FIGURE 9.1. Adam Smith’s progress: Instincts and institutions. 
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In Smith’s model, the human instinct for betterment is a powerful force for 
progress that can overcome the obstacles of bad institutions. Instincts work 
best within the constraints of institutions that align personal interest with 
social interests (for example, a competitive market). 
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Social institutions are the rules, norms, and laws that guide behavior. 
Moral codes provide a check on selfishness, for example, by prohibiting 
actions that do not align with socially desirable outcomes. In medieval 
Europe, communities created property rights so as to place wealth and 
power in the hands of the oldest son and forbade the division of land. 
This practice, called primogeniture, enhanced security by insuring that 
communities could amass family power and wealth with clear lines of 
succession. The instinct for survival, along with the humanly devised 
institution of primogeniture, produced a beneficial outcome given the 
challenges to society at that time. 

Institutions become outdated, however, and need periodic revision. 
Smith criticized primogeniture, for example, because that ghost institution 
survived long after the reasons for its existence had disappeared. Rules 
evolve slowly and only with much upheaval. The upshot is that human 
instincts and human institutions can often work together to produce good 
outcomes, like economic progress. The invisible hand does not guaran- 
tee success at any single point in time, but Smith is optimistic that the 
indomitable human spirit can overcome many of the obstructions that 
bad institutions produce. 

When Smith argues that self-interest can produce beneficial results 
for society at large, it requires the coexistence of appropriate and fair in- 
stitutions. In Smith’s era, elites were granted monopoly privileges by the 
monarchy in a system called mercantilism. In this situation the instinct for 
self was paired with bad institutional rules and thereby thwarted society’s 
desire for progress. In opposition to mercantilism, Smith supported fair 
rules via the restraining institutional force of competition, which he thought 
would channel self-interest in a socially productive way. Mandeville, by 
contrast, had argued that unfettered instincts, without any restraining 
institutions, would produce “Paradise.” Smith had no such illusion, par- 
ticularly in financial markets. Social and legal norms remind us of our 
obligations to others and prevent our rasher instincts from running wild. 


Financial Market Regulations 
In general, Smith supported the rights of individuals to use their talents 


in competitive exchange. But he had particular concerns about avarice 
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in financial markets. He worried that the poor would gamble their life 
savings on risky speculation; hence, he advocated paternalism to restrict 
the products that banks could sell. Smith also worried that bank failures 
could have contagion effects that would hurt the wider economy. 

Prudence means showing an appropriate regard for one’s future well- 
being. In a world of weak regulations, however, a prudent banker com- 
petes against imprudent bankers, who in the short run can rack up larger 
profits by taking excessive risks. The risky banker free rides on others 
because the gains are privatized but the risks are socialized (through the 
implicit expectation of a bailout). For these reasons, Smith put his faith 
in appropriate rules that would restrict all bankers from taking exces- 
sive risks. This establishes procedural justice (Chapter ro) and creates a 
level playing field. 

For the conditions of his day, Smith endorsed a regulation that he 
thought would prevent excessive risk taking—a price ceiling on the rate 
of interest. By limiting the interest that banks could charge, the policy 
deliberately generated a shortage of loans. In this circumstance bankers 
would prudently ration their funds to their most reliable borrowers, cut- 
ting out speculators and “prodigals.” Smith noted that there would be a 
trade-off between market freedom and market safety, and he argued in 
favor of safety: 


Such regulations may, no doubt, be considered as in some respects a violation of 
natural liberty. But those exertions of the natural liberty of a few individuals, 
which might endanger the security of the whole society, are, and ought to be, 


restrained by the laws of all governments.** 


Thus, Smith is not an advocate of laissez-faire, which is a complete ab- 
sence of government in economic affairs. Although a limited government 
is best, there are circumstances in which he thought institutional rules 
could produce better outcomes for society. Smith is a pragmatist who tries 
to devise reasonable policies for advancing economic growth.” 

The analysis of this chapter makes us think more deeply about the 
interplay between human instincts and the social institutions that are 
meant to channel them in appropriate ways. The Great Recession of 2008 


highlights an example of institutional failure. Although the causes and 
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consequences of the crisis are beyond the scope of one chapter, several 
issues stand out with regard to ethics and economics. First, the rise of 
Keynesian economics changed the way society views and treats fellow 
citizens who are unemployed. Instead of seeing every case of joblessness 
as evidence of laziness, most economists by the mid-twentieth century 
came to accept the theory that forces beyond a person’s control could 
cause involuntary unemployment during recessions or depressions. If cor- 
rect, the moral responsibility to prevent or alleviate such suffering might 
lie with countercyclical government policies. 

Second, changing these institutional rules introduces a moral haz- 
ard: The unemployed now getting assistance might become less diligent 
in searching for work and expansive fiscal policy might be hard to rein 
in once a recession is over, leading to ever-rising deficits. Paradoxically, 
by reducing the severity of recessions, the public may come to expect an 
era of stability in which riskier behavior is justified. A car that has an air 
bag is safer than one without, but that might spur the driver to become 
more reckless. Worst of all, the expectation of government bailouts cre- 
ates a predominant moral hazard in which gains are privatized and losses 


socialized. 


LOOKING AHEAD 

Ethical egoism, proposed by Bernard Mandeville in the early eighteenth 
century and heralded by Ayn Rand and others in the twentieth century, 
was one of the intellectual edifices that contributed to the loosening of 
financial regulations after 1980. Adam Smith rejects the notion that greed 
alone can produce a prosperous society. In the context of the financial 
sector of his day, Smith endorses rules to constrain avarice by limiting 
risk taking and speculation. 

The moral hazard created when the public bailed out the excessive 
risk takers on Wall Street will encourage more risk taking in the future, 
unless new institutions are forged to prevent it. Another major cost of the 
bailout is the widening perception that the capitalist system is rigged to 
favor wealthy and well-connected elites. Both the Tea Party and Occupy 
Wall Street movements fed off of this perception. Chapters ro and r1 turn 


to the discussion of economic justice and rising inequality. 


175 


CHAPTER 10 
Economic Justice: Process versus Outcomes 


What is economic justice? This chapter and the following explore 
conflicting frameworks and argue that a pluralistic understanding of justice 
best captures the multidimensional approach to provide fairness of 


process and equality of opportunity. 


BIOLOGY AND FAIRNESS 

Chapter 8 showed that humans have strong instincts for justice that ap- 
pear to be a common attribute of the human experience. In repeated 
experiments, humans reject offers considered unfair, even if the result 
is less income for themselves. The expectation of fair treatment appears 
to be deeply ingrained and can be inferred from the eye movements and 
attention of fifteen-month-old infants.’ However, the context for this be- 
havior matters. If one subject has expended greater effort or shown more 
ingenuity, the moral framework shifts and others are willing to accept 
lower payouts. 

Charles Darwin theorized that humans and animals share continuity 
in evolutionary development with regard to such moral emotions. Like 
humans, primates and some other mammals refuse to cooperate under 
conditions considered unfair, such as when their social partners receive 
higher rewards for equal activity.’ If evolution proceeds at the level of the 
group as well as of the individual, the mechanisms of solidarity would be 
instinctively ingrained in social animals.’ Franklin Roosevelt captures this 
idea of multilevel selection in his second inaugural address: 


In every land there are always at work forces that drive men apart and forces 
that draw men together. In our personal ambitions we are individualists. But in 
our seeking for economic and political progress as a nation, we all go up, or else 


we all go down, as one people.’ 


Scarcity means that not all wants can be satisfied; when an economic 
system generates very different outcomes, the fairness of these results 


can be at issue. In his speech Roosevelt also argues, “The test of our 
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progress is not whether we add more to the abundance of those who 
have much; it is whether we provide enough for those who have too lit- 
tle.” Ideology plays a role in shaping viewpoints about economic justice. 
What we see and how we interpret what we see are partly determined 
by our worldview, which is shaped from infancy by the environment 
interacting with our genes. Family and community morals typically em- 
phasize sharing, particularly during times of crisis (see Chapter 7). Such 
behaviors, which evolved with small hunting clans tens of thousands of 
years ago, need not imply that the aggregate economy today should be 
motivated by the same customs. 

For example, under the communist doctrines of Karl Marx, an 
economy would operate on the basis of a family ethic, “From each ac- 
cording to ability, to each according to need.” The perversion of this 
code under authoritarian regimes led to the death by starvation and 
disease of perhaps 30 million people in China and 7 million people in 
the Soviet Union. The promulgation of communist equality led to hor- 
rific outcomes at both the aggregate and individual levels, revealing 
the fallacy of composition: the belief that a norm that works for the 
benefit of families would also be desirable for the macroeconomic sys- 
tem.* Inequality is an inevitable and in some views, a required outcome 
of normal economic evolution; no nation has perfect equality, and to 
achieve it would stifle ambition and freedom to an intolerable extent. 
Some inequality, after all, is simply the result of personal choices—of 
what career to pursue, how much vacation to take, whether to marry, 
and whether to have children. 

Although biological forces create strong instincts for justice, Adam 
Smith was quick to insist that humanly devised institutions must work 
with those instincts to create good outcomes for society (Chapters 8 and 
9). We turn now to that discussion. 


ECONOMIC JUSTICE 
In ethics, justice means the fair treatment of all persons. It is difficult to 
define what is just or fair in a way that all people would accept, yet there 


is widespread agreement in rich democracies that certain outcomes or 
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practices are unfair today—child starvation or human slavery. Justice 
may be viewed in at least two different ways that reflect differences in 
underlying ethical viewpoints:° 


1. Justice as a fair process; and 
2. Justice as a fair outcome. 


Justice as Fair Process (Procedural Justice) 
The classical economics of Adam Smith is motivated by a deep concern 


for economic justice, using the metaphor of a footrace: 


In the race for wealth, and honours, and preferments, he may run as hard as 
he can, and strain every nerve and every muscle, in order to outstrip all his 
competitors. But if he should justle, or throw down any of them, the indulgence 
of the spectators is entirely at an end. It is a violation of fair play, which they 


cannot admit of.’ 


In The Wealth of Nations Adam Smith mainly promotes procedural or 
commutative justice—tfair rules for trade through competitive markets. 
Government’s role is to establish a system of impartial justice and allow 
effort and ingenuity to determine who wins the race. Like an impartial 
referee at a sporting event, government’s aim should be to ensure proce- 
dural justice, not to determine which businesses win or lose. Smith vehe- 
mently opposed the mercantilist system of his time in which elites used 
governmental power to rig markets and hx prices, redistributing income 
from the poor to the rich: 


To hurt in any degree the interest of any one order of citizens, for no other 
purpose but to promote that of some other, is evidently contrary to that justice 
and equality of treatment which the sovereign owes to all the different orders 


of his subjects.’ 


Smith’s main policy recommendation is to improve the earnings of the 
poor by removing the rigged process by which the rich exploit the poor 
through monopolies. Changing the rules of the game creates a level play- 
ing held—a fair process—by which the poor can raise themselves up once 
they get the boot of big government off their heads. 
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This approach emphasizes the negative rights of individuals—the right 
not to be harmed by others. Martin Luther King Jr. gave a celebrated 
speech in 1963 to commemorate the hundredth anniversary of the Eman- 
cipation Proclamation. In “I Have A Dream,” King implores the nation 
to focus on the negative rights of African Americans to not be harmed 
based on their race. To King, freedom means being treated as an equal 
in the markets of exchange and in the voting booths of democracy. A 
fair process is urged. In future years, however, King led affirmative ac- 
tion boycotts to force open closed markets and lobbied for basic needs in 
housing and a guaranteed basic income. Progress in outcomes matters 


as well as in process.’ 


Justice as Fair Outcome (Distributive Justice) 
Adam Smith also focuses on the actual outcomes of the poor and worries 
that some of the working poor will be left behind. Smith writes: 


No society can surely be flourishing and happy, of which the far greater part 
of the members are poor and miserable. It is but equity, besides, that they who 
feed, clothe, and lodge the whole body of the people, should have such a share of 
the produce of their own labour as to be themselves tolerably well fed, clothed 
and lodged.” 


Smith’s policies to achieve better outcomes include changing the rules 
(as already discussed) and in providing a subsidy for educating the poor. 
If outcomes are a suitable gauge for determining justice, a fair outcome 
in a family might be that every child is distributed an equitable portion 
of meat for dinner. Distributive justice would not require that each per- 
son receive an equal outcome, however, because consideration of equity 
might mean that some receive more than others for persuasive reasons. 
An underweight child might need more protein than others for healthy 
growth. A child who performed extra chores might receive an extra slice 
of pie for dessert. Likewise, soldiers in imminent danger receive a bonus 
of up to $225/month compared to their peers in safety. 

From the perspective of distributive justice, the community can be said 


to have obligations to the individual to ensure a just distribution. Taxes 
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could be imposed on the well-off to create a safety net of health, educa- 
tion, and retirement supplement for those at the bottom of the economic 
pyramid. Robin Hood, the legendary English outlaw, was interested in 
such distributive justice. Most socialist systems are in theory motivated 
to create fair outcomes in terms of basic needs. This approach emphasizes 
positive rights—the right of an individual to obtain benefits from others 
in certain circumstances. 

When Franklin Roosevelt campaigned for president in 1932 he faced a 
collapsing economy and widespread unemployment. Roosevelt’s populist 
campaign promised a “New Deal” if he was elected." In the card game 
of life, some people had been dealt from a stacked deck: A new deal was 
needed to distribute economic gains more evenly. New Deal redistribution 
policies included Social Security (basic incomes for seniors), a minimum 
wage, financial market regulations, public employment programs, and 
stronger organizing power for unions. Subsequent Democratic presidents 
added a GI Bill for soldiers seeking higher education, the Great Society 
health programs of Medicaid (for the poor) and Medicare (for the elderly), 
the War on Poverty, and the Civil Rights Act. These programs contrib- 
uted to narrowing the differences in economic outcomes in America over 
the decades from the 1930s to the 1960s, as commonly measured using 
the Gini coefficient. 

The Gini index measures overall inequality on a scale from o to 1, 
with zero meaning households receive identical incomes and one indicat- 
ing that one household receives all the income. The “Roaring 1920s” in 
America coincided with the rise of the Gini index to 0.45 or higher as 
markets surged with a stock boom. Then the Gini fell sharply with the 
Great Depression, Roosevelt’s New Deal programs, and World War II. 
Several decades of relative stability followed even as the economy grew 
rapidly. These decades convinced many analysts that rising inequality 
was not a necessary condition for economic growth (as some economists 
had previously believed). This point was made more convincingly by the 
rapid rise in income and fall in Gini ratios in the newly industrializing 
countries of East Asia in the late twentieth century. While supporting 


growth of markets through export-led industrialization, governments 
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FIGURE 10.1. Gini index of U.S. inequality. 
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Income inequality among U.S. families has been rising steadily since 1970, 
measured by the Gini coefficient. 


Source: Data from U.S. Census Bureau, Current Population Survey, Annual Social and Economic 
Supplements, Table F-4: Gini Ratios by Families, 2014. 


redistributed education, health, and land to ensure that “shared growth” 
lifted all income groups, particularly the poor." 

America’s income distribution did not remain constant. Figure 10.1 
shows that over the roughly four decades between 1970 and 2012, the Gini 
coefficient for families grew from 0.35 to 0.45, an increase of 28 percent. 
Average wages stagnated during this period, after adjusting for inflation. 
Most of the income growth went to those in the top 1 percent—and more 
so in the top 1r percent of the top 1 percent. The United States now has 
the largest inequality of any industrial nation. 

Some part of this change in inequality can be attributed to institutional 
changes. When President Ronald Reagan was elected in 1980 he sought 
to turn back the tide against the New Deal and distributive justice, argu- 
ing that taking from one citizen to give to another citizen was simply a 
form of theft. To many on the political right, this was a welcome move 
from an outcome-oriented view of justice to a procedural view. Welfare 


reform and tax and spending policies became somewhat more regressive: 
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Housing subsidies given to the richest 20 percent (through the mortgage 
interest deduction) are now four times larger than the housing subsidy 
provided to the poorest 20 percent of Americans.” Other economic and 
political forces are at work: the shifting of blue collar jobs overseas, the 
real minimum wage falling because of inflation, the rise of automation 
through technological innovation, and the deregulation of the financial 
sector, which allows for concentrated gains by those able to capture eco- 
nomic “rents” —payments in excess of opportunity cost. 


Policy Implications 
Virtually all societies justify using both distributive and procedural jus- 
tice. That is, liberals and conservatives in the United States maintain that 
fair rules are important, but that some redistributions (for example, edu- 
cation and health care for children) are also necessary. However, people 
disagree quite strongly about the balance or mix of justice. 

Those who favor distributive justice tend to support a more active role 
for government. In this view, government is needed to create a safety net 
for those at the bottom and a more equal starting point for all children. 
Although procedural justice can level the racetrack, distributive justice is 
needed to prepare children for the starting gate (discussed in Chapter r1). 
Poor children may show up to the classroom hungry and lacking the men- 
tal stimulation that promotes brain development. An active government 
would subsidize health and preschool opportunities so that children have 
more equal opportunities to start first grade ready to learn. Opportunities 
will never be identical because of important differences in parents’ genes 
and environments; nevertheless, government and philanthropic programs 
can provide some measure of more equal prospects. 

Those who favor limited government prefer to emphasize procedural 
justice. An active government may lead to dependency and moral decline; 
hence, the role of government should be constrained to providing and en- 
forcing a framework of competition and property rights. The benefits of 
economic growth would “trickle down” to the poor. Those who emphasize 
process are more likely to approve the results of the market system—even 
if highly unequal—provided that individuals are given access to oppor- 


tunity. Critics of trickle down theory point out that the rules themselves 
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are set by an unfair process in which the rich and powerful sometimes rig 
the system (that was Adam Smith’s critique of mercantilism). Proponents 
of limited government intervention point out that redistribution creates 
opportunities for the very regulatory capture and crony capitalism that 


results in a rigged system." 


NEOCLASSICAL ECONOMIC JUSTICE 
Although modern economic views derive historically from classical utili- 
tarianism, the implementation (and the end result) are quite different." 
In the mainstream view of preference satisfaction it is perfectly accept- 
able to judge the goodness or badness of the economy’s performance (that 
is, its efficiency) without any reference to the distribution of income and 
wealth. This weights the interests of persons unequally because, owing 
to their purchasing power, the preferences of the rich count more in the 


determination of efficiency than do those of the poor. 


Efficiency in Historical Perspective 

The historical byways through which the neoclassical model narrowed 
the scope of analysis to its present form are of interest. The classical ap- 
proach to economics, exemplified by Adam Smith’s The Wealth of Na- 
tions (1776), was an inquiry about the nature, sources, and distribution 
of wealth and included policy proposals for the general welfare. The in- 
terests of the poor figured prominently in Smith’s analysis because they 
were by far the largest proportion of the population and had the great- 
est perceived needs. Smith’s policy proposals favored rules that benefited 
workers. Throughout the nineteenth century and continuing into the early 
twentieth century, economic evaluations continued to emphasize distri- 
butional concerns using utilitarian arguments for maximizing happiness 
by considering each person’s welfare equally. 

Arthur Pigou, the British economist who standardized the approach 
to welfare analysis in the early twentieth century, held that utility was a 
measurable force (like gravity), and therefore changes in marginal util- 
ity could be compared between individuals. To Pigou and to his mentor 
Alfred Marshall, interpersonal comparisons of utility were both pos- 


sible and desirable. Income distribution played an important part of this 
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analysis. Under commonsense utilitarian assumptions, $100 taken from 
a rich person would cause less pain than the pleasure created by giving 
$100 to a poor person. Diminishing marginal utility of money means 
that redistribution through a progressive income tax could enhance the 
overall well being of society. 

Vilfredo Pareto, in Switzerland, published an attack on such cardinal 
utility notions in 1906. As an engineer, Pareto asserted that no force such 
as utility could currently be measured, and hence economics based on 
utility theory was unscientific. If utility was not measurable, neither was 
the marginal utility that Pigou (and earlier Alfred Marshall) had relied 
on to undergird redistribution. Using mathematics, Pareto demonstrated 
that indifference curves (rather than utility curves) could be used to ex- 
plain consumer choice without relying on cardinal utility. Pareto quite 
explicitly stated that his goal was to understand, not to make any judg- 
ments about welfare.” 

In 1932, Lionel Robbins published a blistering critique of cardinal 
utility theory, calling attention to Pareto’s groundbreaking work. In An 
Essay on the Nature and Significance of Economic Science, Robbins 
redefined economics as the study of choice in the face of scarcity.” Sub- 
sequent theorists recast the microeconomic framework without the use 
of measurable utility or the possibility of interpersonal comparisons of 
utility.'* Banished from efficiency analysis is any explicit discussion of the 
distributional impacts of policies: An economist’s tool kit is thus devoid 
of the means for analyzing fairness, as it is simply deemed outside the 
bounds of science.” Maximizing the capacity for preference satisfaction 
as a proxy for welfare stays in the domain of analysis, not without sub- 
stantial difficulties (see Chapters 5 and 6). 

lan Little, in A Critique of Welfare Theory (1950), sharply criticized 
the turn away from distributional concerns.*" Little proposes that for any 
policy change to be labeled as welfare enhancing, a necessary condition 
should be that it produce a “not-unfavorable” redistribution of income. 
E. J. Mishan, a leading proponent of cost-benefit analysis, takes a more 
modest approach, saying that if a proposed policy is believed to cause 
unambiguously regressive effects, economists have a “duty” to at least 


report it.*' These proposals have had little impact. 
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Efficiency Implies Fairness 

Neoclassical economics in the twentieth century moved toward studying 
the conditions for production and consumption efficiency and away from 
assessing the fairness of those outcomes. Efficiency, not equity, became 
the mantra of standard economics. Another reason for this apparent dis- 
interest in studying income differences arises from the belief that efficient 
outcomes are also fair outcomes. This conviction, which often takes the 
form of an ideology, came from a famous theoretical deduction in the 
late nineteenth century by John Bates Clark and Philip Henry Wicksteed, 
that under assumptions of competitive markets and other ideal attributes, 
workers would naturally receive the value of the marginal product they 
produced. Clark, in Distribution of Wealth (1899), wrote that: 


... the distribution of income to society is controlled by a natural law, and that 
this law, if it worked without friction, would give to every agent of production 


the amount of wealth which that agent creates.*” 


This hypothesis in positive economics became entangled in normative 
economics because the belief that workers are paid according to their 
marginal products gives rise to the belief that they should be so rewarded, 
according to natural law. 

The neoclassical faith in fair distributions can be criticized, however, 
on the basis of market preferences, market structure, measurement, joint 
production, aggregation problems, and macroeconomic dislocations. We 
turn again to our well-meaning economist and a quizzical observer to 


flesh out these points: 


Well-meaning economist: In a market system the profit motive pro- 
vides an incentive for firms to employ and fairly compensate the most 
productive workers. In 1947 the Brooklyn Dodgers broke the color 
barrier by signing Jackie Robinson, whose proficient batting made 
him a better hire than any white player. Likewise, movie stars are 
rewarded for their box-office draws. Profit-seeking firms will, in this 
way, over time eradicate unfair discrimination based on race, gender, 
or ethnic background. 
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Observer: Isn’t that perhaps too rosy a picture? Couldn’t prejudice—as 
a type of “friction”—lead market forces to skew earnings and produce 
inequality through discrimination? If the majority of customers are 
racist or sexist, won’t a business cater to those preferences? A hotel 
might refuse to serve African Americans if it expects to gain more 
business than it will lose. Likewise, a factory manager might refuse 
to hire a well-qualified woman if this upsets group harmony among 
the existing male workers. In one study, venture capitalists (who make 
loans to business start-ups) were more likely to support a project pre- 
sented by a male—especially an attractive one!—than the identical 
project pitched by a female.” The profit motive cannot ensure that 
some people are not injured economically because of prejudices hav- 
ing nothing to do with individual productivity. The market can be 
“efficient” in satisfying racist or sexist preferences!** 

Economist: Okay, you are correct that the efficiency story is hard to 
endorse without assuming the background conditions of laws protect- 
ing basic human rights (as discussed in Chapter 5). Regulations barring 
discrimination set the constraints within which competitive markets 
work to ensure a fair return based on productivity. 

Observer: But what if markets aren’t competitive? Adam Smith worried 
about the collusion of employers to “sink the wages of labor.”** The 
National Collegiate Athletic Association (NCAA), for example, mo- 
nopolizes college athletics, rigging the rules to prevent student-athletes 
from being paid a competitive wage. The issue is more troublesome in 
developing countries where perverse incentives lead governments to 
endorse monopoly rather than competitive efficiency.” The notion that 
the invisible hand produces the best outcome under all circumstances 
is a misinterpretation (as discussed in Chapters 8 and 9). 
Economist: Okay, we should always emphasize that competitive mar- 
kets pay based on productivity but rigged markets do not. 

Observer: You're not quite off the hook. The scoring output of a base- 
ball slugger is relatively easy to determine (number of runs batted in). 
But how easy is it in general to translate individual performance into 
revenue gained when many workers contribute in diverse ways? Suppose 


a superb high school teacher inspires a student to pursue a brilliant 
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career in medicine. The economic value of that teacher’s contribution 
will appear only ten years in the future and is mingled with the con- 
tributions of many others in joint production. How can a market re- 
ward this teacher when the value of individual output is unknowable? 
Economist: When it is difficult to identify individual achievement, the 
marginal productivity theory of distribution is obviously debatable. 
The transaction costs for making it work may be too high. So work- 
ers in some fields are paid in part on supply and demand and in part 
based on custom and negotiating power. 

Observer: So if women historically were teachers, and if women his- 
torically have less negotiating power than males, then the tradition 
of paying women less than men could continue, even if it has nothing 
to do with productivity? 

Economist: Point made. Are we done? 

Observer: Not yet. The amount and quality of capital also affect labor 
productivity. Physical capital includes things like computers and trucks. 
But the most important input is human capital. This consists of cogni- 
tive capital (intelligence, education, training, and health); emotional 
capital (perseverance over obstacles, self-control); social capital (net- 
work of contacts); moral capital (shared beliefs about right and wrong); 
and even something as mysterious as spiritual capital (transpersonal 
beliefs and practices).*’ For the theory of distribution to have mean- 
ing, it must be possible to aggregate these different types of capital. 
Economist: Sure. I buy that. 

Observer: But there is an error in logic. The price of capital can be 
known only after the profit rate on capital is known! Thus, the amount 
of capital in production cannot be separated from its price and profit. 
This is circular reasoning.” Paul Samuelson, the Nobel laureate, ad- 
mitted that the neoclassical model of distribution “cannot be uni- 
versally valid.” He concludes, “If all this causes headaches for those 
nostalgic for the old time parables of neoclassical writing, we must 
remind ourselves that scholars are not born to live an easy existence. 
We must respect, and appraise, the facts of life.”*” 

Economist: Okay. Economists cannot prove that workers in competi- 


tive markets are paid the value of their productivity. But the facts of 
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history speak for themselves. The rise of markets and the Industrial 
Revolution have made most people much better off. 

Observer: That’s certainly true in absolute terms. But the issue here 
is the relative distribution of the gains. From the 1950s to the early 
1970s, increases in worker productivity led to equivalent increases in 
wages and benehts after adjusting for inflation. But after 1973, a great 
divergence appeared: Average worker productivity grew by 80 percent, 
but average compensation grew by half that amount.*° Workers (on 
average) are much more productive, but markets are not rewarding 
that productivity.” 


This dialogue suggests that some markets at the microeconomic level may 
do an excellent job of rewarding productivity, but the overall results are 
mixed in terms of both theory and evidence. At the macroeconomic level, 
Keynesians believe that systemic forces beyond an individual's control can 
cause involuntary unemployment. Those out of work for extended periods 
will experience a permanent decrease in their lifetime earning capabili- 


ties. Circumstance, not moral turpitude, can explain some poverty. 


LOOKING AHEAD 

This chapter explains two initial approaches to grappling with economic 
justice: one based on outcomes, the other based on process. In the twen- 
tieth century neoclassical economics moved away from worrying about 
justice. One reason arises from the conclusion that because utility can 
never be measured in an absolute sense, interpersonal comparisons of 
utility are impossible. Hence, economists can make no scientific conclu- 
sions about the benefits of redistribution. A second reason arises from the 
ideological belief that markets generally reward workers based on their 
productivities; hence no attention to distribution is required. The differ- 
ence with Adam Smith is that Smith was alert to market failures in labor 
markets and proactive in promoting a fair process (rather than simply 
assuming the process is fair). 

The theory of marginal productivity was ultimately found to be ques- 
tionable, both theoretically and empirically. The model does not need 


to be thrown out, however. Marginal productivity theory can still ex- 
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plain how inputs in production (like land, labor, and capital) are hired 
by profit-maximizing firms once their prices are known, but it cannot 
independently explain how wages, interest, and profit are determined 
within that system. Hence, it cannot explain the overall distribution of 
income. Despite these controversies, the ideology of the invisible hand of 
the market is more powerful than the science that seemingly refutes it. 
Stories of rags-to-riches entrepreneurs capture the imagination of society 
and provide anecdotal fuel for the idea that market distributions are fair, 
if not in every case, then in an overall sense. The next chapter turns to 
how societies create equal opportunities for all. 
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CHAPTER II 
Economic Justice: Equal Opportunity 


A fair process may help ensure equal treatment of adults who compete 
on the basis of effort and skill in markets. Effort and skill both depend 
on the foundational capabilities developed early in life and on genetics. 
Economic justice might suggest, therefore, that equality of opportunity 
for children is a minimum right of citizenship. This approach raises 
further concerns about measuring progress and sustainability. 


INTRODUCTION 


Economic justice was a central concern to economists in the eighteenth 
and nineteenth centuries. Adam Smith, the founder of modern econom- 
ics, was moved by the injustice of monopolies in writing The Wealth of 
Nations. The American Economic Association, the largest and most in- 
fluential body of practitioners today, was cofounded in 1885 by Richard 
T. Ely in part to help discover the possible injustices of laissez-faire capi- 
talism. As discussed in Chapter 8, laboratory experiments support the 
view that economic actors instinctively react to perceptions of injustice, 
because justice is an organic and irreducible part of the economic experi- 
ence. Considerations of economic justice are thus central to the organiza- 
tion and functioning of an economic system. 


THE INSPIRATION OF HORATIO ALGER 

The previous chapter discussed why standard economics in the twen- 
tieth century generally moved away from concern over inequality. One 
reason arises from the belief in American meritocracy—the idea that 
in a competitive market the brightest and most talented workers (as 
measured by the market) will rise to the top. In this view people are 
rewarded for their productivity and the current distribution of income 
reflects merit. 

Horatio Alger was a nineteenth-century novelist who championed 
the view that hard work, moral rectitude, and pluck were the virtues 


needed to lift destitute boys out of poverty. In Ragged Dick; or, Street 
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Life in New York with the Boot Blacks (1868), an orphaned boy comes 
of age shining shoes, and his industriousness and courage eventually lead 
to his advance into the middle class. Steve Jobs, the cofounder of Apple 
Computer, represents a genuine rags-to-riches orphan story. Born out of 
wedlock, Jobs was adopted into a working-class family in which neither 
parent had a college degree. After encountering and overcoming many 
obstacles, he came to define the Information Age with inventive products 
like the iPhone and iPad. According to the marginal productivity theory 
of distribution, Jobs deserved his enormous wealth because of his inno- 
vations, perseverance, and business acumen. 

But such accounts should not be overly simplified. In Horatio Alger’s 
stories, kindly benefactors and lucky breaks aid the boys. By luck, Jobs 
adoptive parents lived in Silicon Valley, an area south of San Francisco 
encompassing Stanford University. This region has more PhDs per capita 
than any other area on the planet, providing a rich intellectual environ- 
ment for innovation and opportunity. Jobs’s schoolmates were the chil- 
dren of successful pioneers in the microchip revolution. Jobs benefited 
from these friendships, such as with Steve Wozniak, who cofounded Ap- 
ple and invented the first Apple computer. Jobs’s adoptive parents made 
steep sacrifices to send him to an expensive private college. Although he 
quickly dropped out, that experience ultimately shaped his design phi- 
losophy at Apple.' 

Cynics also note that Apple gained market share and profits through 
market rigging (which led to antitrust lawsuits by the Justice Department 
in the United States and by the European Union). In addition, the tech- 
nology that made Apple successful was the result of research in basic sci- 
ences paid for by the U.S. government. Apple received financial backing 
from a government innovation fund, and the iPhone technology relies on 
a government-financed system of global positioning system (GPS) satel- 
lites and the Internet itself.? It is impossible to say how much of Jobs’s 
success relates to his individual productivity and how much relates to 
the inputs of others when market prices are not used to allocate public 
education and research funds and information externalities are wide- 


spread.’ What is clear is that Jobs was a leading innovator who enchanted 
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consumers and enriched his shareholders using the laws and institutions 


of an advanced society. 


EQUALITY OF OPPORTUNITY 
Even if Steve Jobs’s individual productivity alone were said to be the source 
of his wealth, one might ask, “Why is his productivity higher?” Is it sim- 
ply the random accident of genes, or is there an important interaction 
between his genes and his environment? If the latter, how much of Steve’s 
environment is due to factors that can be influenced by public policy? 
Adam Smith supported an egalitarian ethic, a belief that environmental 
circumstances created most of the observed variations in productivity be- 
tween individuals: “The difference between the most dissimilar characters, 
between a philosopher and a common street porter, for example, seems 
to arise not so much from nature as from habit, custom, and education.™ 

If this belief in equality of underlying ability is broadly shared, so- 
cietal goals may include “equal opportunity for all” as a basic right of 
citizenship. Equal opportunity involves two aspects; one is the negative 
right to not be injured due to exclusion from competing for the best jobs. 
Such formal equality of opportunity guarantees that jobs are allocated 
by merit and not by discrimination based on race, gender, nepotism, po- 
litical connections, or other factors deemed irrelevant. Formal equality 
of opportunity involves considerations of procedural justice or fair rules 
of process under which market exchange takes place. 

Formal equality may mean little, however, if workers are unable to 
compete on merit because of diminished circumstances beyond their con- 
trol. One of the most important environmental factors determining an 
individual’s economic success is the prior success, attitudes, health, and 
incomes of his parents. Inequality endures in large part because of the 
transmission through families of the various forms of capital: physical, 
financial, cognitive, emotional, social, and spiritual. According to Robert 
Fogel, who won the Nobel Prize in 1993, spiritual resources comprise the 
psychological tools to cope with disappointments and include “a sense 
of purpose, a sense of community, family and work ethics, and high self- 
esteem.” Although public policy can do little to effect many of these 


variables, communities can raise and redistribute funds so that education, 
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health care, and other services can be allocated to children based on need, 
not the ability to pay. In starting the economic race it is not plausible to 
argue that “every child can compete” if poor children show up to the race 
barefoot and without adequate nutrition or training. Substantive equal- 
ity of opportunity thus represents a positive right to certain basic goods 
necessary for starting the economic race. 

Another factor beyond an individual’s control is his or her sex. Be- 
ing male confers advantages in many places. In South Asia, for example, 
about three-fourths of boys receive enough education to become literate; 
young girls are kept out of school to tend to fields and care for family 
members, so that only 50 percent of adult women are literate. In Sub- 
Saharan Africa, about two-thirds of adult men are literate compared to 
half of adult women. Paradoxically, men in the United States receive a 
preference in college admissions so as to produce gender parity, because 
men on average are academically less qualihed than women.’ 

Women have made progress economically in many countries, yet gen- 
der barriers remain. Eva Kittay notes, “A conception of society viewed as 
an association of equals masks inevitable dependencies, those of infancy 
and childhood, old age, illness and disability.” As a result, women are 
“not well-positioned to enter a competition for the goods of social coop- 
eration on equal terms.”* Time out of the workforce to raise children may 
be a permanent career setback. Thus, women currently run only about 
5 percent of Fortune 500 companies; on the other hand, women CEOs 
now lead multinational companies in previously male-dominated fields 
like computing, automobiles, and energy. The Great Recession of 2008 
also markedly increased the share of stay-at-home fathers as caregivers. 

The previous chapter showed that income inequality has been ris- 
ing in the United States since the 1970s and is now the highest of any 
rich country. One of the consequences of this is that income mobility is 
also lower in the United States than many other developed nations. Fig- 
ure 11.1 shows the relationship between income inequality (measured 
by the Gini coefficient discussed in Chapter ro) and the degree to which 
parents transmit this inequality to their children. 

If the economic outcomes of parents had no impact on their children’s 


adult incomes, the measure of intergenerational earnings elasticity on the 
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FIGURE 11.1. Cross-country comparisons of inequality and mobility. 
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vertical axis would be zero. In the United States, an intergenerational 
earnings elasticity of about 0.50 means that 50 percent of a parent’s in- 
come differential is transmitted to his or her adult offspring. Thus Lo- 
gan, whose parents earned 80 percent more than the average income, can 
be expected to earn half that, or 4o percent more than the average in- 
come; Lucas, whose parents earned 30 percent less than the average in- 
come, can be expected to earn about 15 percent less than the average. A 
different study finds that a child growing up in the bottom fifth of the 
income distribution in the southern city of Atlanta has less than a § per- 
cent chance of making it to the top fifth, despite rapid economic growth 
in the region.” 

Although a capitalist economy can lead to convergence in income and 
wealth through the spread of market skills, the opposite may be more 


likely according to some critics. Income and wealth gaps may grow be- 
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cause of the persistence of compound growth: As long as the return on 
capital exceeds the growth rate of income and output, the nonearned in- 
come derived from financial assets will outpace wages. Inheritance, not 
ingenuity, may explain part of growing inequality." 

The United States, which views itself as a meritocratic society, appears 
to offer less upward mobility than many European countries. A struggling 
average teenager depicted by Horatio Alger has a better chance of over- 
coming adverse background conditions if he grows up in Denmark than 
if he grows up in Detroit. This realization has led to a call for a concerted 
campaign to enhance the equality of opportunity. James Heckman, who 
won the Nobel Prize in 2000 for his work in labor economics, argues 
that many economic and social problems result from low levels of cogni- 
tive skills and social skills. Heckman’s research shows that differences in 
parenting, particularly the extent of mental stimulation and emotional 
support, can alter children’s future productivities. These differences be- 
come “locked in” due to brain development, which is path dependent. 
Thus, “about 50% of the variance in inequality in life-time earnings is 
determined by age 18.""' 

In adverse environments, the lack of cognitive and social learning at 
early ages is linked to poverty-creating behaviors such as criminality, teen- 
age pregnancy, and dropping out of high school. No amount of money 
spent later has much impact on changing these behaviors because they are 
the result of brain underdevelopment. While respecting privacy and the 
primacy of the family unit, Heckman argues that social policy should fo- 
cus on early interventions when childhood brains are still malleable. John 
Rawls, who was a philosopher at Harvard, points us in the direction to 


consider the “primary goods” that every citizen might reasonably expect. 


JOHN RAWLS: JUSTICE AS FAIRNESS 
A highly influential and controversial modern text that addresses distribu- 
tive justice is by John Rawls (1921-2002). In A Theory of Justice (1971) 
Rawls takes aim at utilitarian ethics and the economic views that derive 
from it." Rawls, who develops and extends a Kantian viewpoint, argues 
that differences in talent, gender, race, or social class into which one ts 


born are not morally relevant differences. By themselves, they would not 
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justify institutional arrangements in which people experience different 
life prospects. 

Social contract theory models the moral relations between people, of- 
fering a device by which people can discover the forms of treatment that 
we can justify to others (and that others can justify to us). Rawls argues 
that a utilitarian ethic would never serve as a system of justice that could 
bind people together. The reason is simple: The extreme utilitarian (and 
economic) ethic examines only the aggregate welfare produced and has 
no concern for distribution or principles of justice. In a radical version 
of utilitarian ethics, it would be perfectly acceptable to kill Susan if it 
gives greater pleasure to Sam and Samantha." Rawls asks, why would 
any rational, self-interested person agree to a system in which everyone 
works for the maximum good of the group and yet has no minimum as- 
surance about personal interests? To Rawls, utility maximization fails 
because there are alternative approaches that would respect the distinct- 
ness of persons, and these alternatives would likely be selected in a fair 
bargaining scenario. 

One problem in the world of actual policy making is that the currently 
powerful and successful individuals have greater bargaining power and 
can twist rules in their favor. The principles of social justice envisioned 
by Rawls require us to imagine an original position of equality from 
which the rules and institutions of society can be devised behind a “veil 
of ignorance.” Rawls allows for general facts and assumptions about the 
world to enter into one’s thinking behind the veil, but citizens do not know 
ahead of time what their own specific situations will turn out to be— 
whether they will be rich or poor, male or female, clever or dull, strong 
or disabled, and so on. Without specific background information, what 
principles of justice would people voluntarily agree to when they cannot 
tailor the answer to their own personal situations? 

Starting from the original position is supposed to confer legitimacy on 
the society’s basic institutions because people within the society could rea- 
sonably have chosen to live under those institutions. Only in this manner 
can people agree on rules that are fair to all, Behind the veil of ignorance, 
people are likely to be risk averse with regard to the “primary goods” 


that every person desires, including rights and liberties, opportunities, 
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income and wealth, and social bases of self-respect. Rational individuals 
who are uncertain about their future status would never agree to bargain 
away certain safeguards. Rawls thus reaches two conclusions about the 
basic principles of justice to which he thinks people could agree, based 


on their own enlightened self-interests: 


1. Each person would have an equal right to the most extensive basic 
liberty that is compatible with similar liberty for others; and 

2. Social and economic inequality would be permitted and desirable, 
only to the extent that inequality (a) is attached to positions open to 
all based on equality of opportunity; and (b) is to the greatest benefit 
of the least advantaged." 


Item 2(b) is known as the difference principle, which allows for inequality 
only if it can be shown that those at the bottom are better off in absolute 
terms after inequality than they would be under pure equality. Morally 
arbitrary influences (such as a child’s background circumstances) should 
not deprive someone of equal opportunity, nor should the random distri- 
bution of talent give excessive advantage to those who are especially gifted 
in the marketplace. According to Rawls, some redistribution of wealth 
and opportunity would likely be required to create fair opportunities 
for all. At the same time, perfect equality would be undesirable because 
it would impair the wealth-generating capacity of markets. Rewarding 
effort and ability with higher rewards creates incentives that make the 
economic pie larger, benefiting the least advantaged. 

The Theory of Justice attracted many converts and many detractors. 
Robert Nozick, a libertarian and a Harvard colleague, took aim at Rawls 
in Anarchy, State, and Utopia (1974), arguing that the state has minimal 
central functions and redistribution is not one of these because of inherent 
conflicts with liberty. Imagine an ideal initial distribution of income and 
wealth that is deemed “just” according to Rawls’s approach.’ Suppose 
now that a million people are willing to pay a quarter each to see Wilt 
Chamberlain (a famous basketball player) dunk the ball. The subsequent 
distribution of income now greatly favors Chamberlain, yet was arrived 
in a perfectly just manner: The customers obtained their money through 


fair acquisition, and they parted with it through fair transfers. Nozick 
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makes the point that any attempt to maintain an ideal distribution pat- 
tern will inevitably destroy freedom. 

However, many people recognize that some policies involve conflicts 
between individual liberty and social welfare, and they are willing to 
trade some liberty for welfare at some rate. “Taxes are the price we pay 
for a civilized society,” according to Oliver Wendell Holmes. Taxes are 
used for public goods that provide positive externalities such as national 
defense and a system of justice. Nozick would agree with these uses of 
public funds but object to redistribution and discretionary spending on 
substantive equality of opportunity. By contrast, Adam Smith supported 
government-subsidized education for the poor and progressive taxation. 

To some critics, the social contract approach is inconsistent with the 
organic and historical ways in which social orders arise and evolve in 
path-dependent fashions. To Michael Walzer, this gives rise to “spheres” 
of justice as opposed to a single account of justice. If justice arises from 
pluralist perspectives, attempting to elicit a single set of primary goods 
across all social and historical worlds would render the exercise practi- 
cally meaningless.'® In the view of Friedrich Hayek, societies develop 
through a spontaneous order that cannot be manufactured or contrived 
from rational discourse. There is no reason, however, that social contract 
theory could not be used to offer guidance on how to shape the social 
order, consistent with other, nonrational, forces also shaping the social 
order. Human rationality can play an important part in the evolution of 
social institutions, even if previously such institutions sometimes arose 
spontaneously. 

Another debatable issue is whether people behind the veil would au- 
tomatically reject payouts that hurt the least well off. Suppose that in a 
society of 100 people, a set of rules (Institution A) would result in everyone 
earning income of $20,o00/year. A different set of rules (Institution B) 
would result in ninety-nine people earning $40,000/year and one person 
earning $19,900/year. Given the option, and not knowing one’s own status 
in advance, would most people vote for Institution B? Some individuals 
are gamblers who prefer a larger potential payout even if there is greater 
risk. Behavioral economics documents how people take excessive risks, 


overestimate their own capabilities, and otherwise hold irrational beliefs. 
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Rawls worries that people can act in shortsighted ways that are difficult 
to sustain, producing strains of commitment in the social contract. The 
principles of justice selected must be those that actual people can fully 
commit to over the course of an entire lifetime. 

Rawls’s lasting contributions may be his calling attention to the process 
by which individuals come to decide issues of justice and his caveat that 
preference maximization by itself is an inadequate means of organizing 
a good society. Amartya Sen built on Rawls’s work even as he diverged 
in notable ways. 


THE CAPABILITIES APPROACH 
Negative freedom is the absence of restraints; it means being able to act 
without external interference. If you live in a society that upholds the right 
to a free press, you enjoy the negative freedom of reading or publishing 
what you want. Sen’s capabilities approach asks us to consider a differ- 
ent problem: What if you cannot read? Positive freedom is the presence 
of something required for realizing one’s goals, namely, the mastery of 
a skill needed to exercise one’s right to read. These concepts are often 
rival: Negative freedom constrains government action; positive freedom 
could compel government action, such as through literacy programs.” 

Amartya Sen observes that the major ethical theories are all deeply 
egalitarian along some particular dimension: Utilitarians value each unit 
of utility the same, economists value each dollar as equal to any other, 
Kantians value each human’s rights identically, and most libertarians 
value each person’s liberty as equal to any other. The key distinction is 
that they differ in their focus of what should be equalized.'* Desiring 
equality along one dimension necessarily means forgoing equality along 
other dimensions. 

The “equality of what” issue is complicated by the diversity of the 
human condition. The notion that “all men are created equal” suggests 
a degree of uniformity that is starkly missing from human reality. Hu- 
mans are diverse in their external circumstances (economic class, culture, 
and environment) as well as their personal circumstances (gender, age, 
and cognitive, physical, and emotional abilities). In Sen’s view, ignoring 


these differences can be deeply inegalitarian. Substantive equality is thus 


199 


ECONOMIC JUSTICE: EQUAL OPPORTUNITY 


different from the notional equality explored by Rawls. Poverty is more 
than simply the lack of income. 

In Development as Freedom (1999), Sen puts forth a new way of con- 
ceptualizing progress.'’ In this approach, freedom is both one of the means 
of development as well as its primary intrinsic goal. Poverty is reflected 
by the absence of substantive freedoms in various forms—political, eco- 
nomic, social, transparency, and security. To reach this conclusion Sen 
makes these distinctions: 

* Functioning refers to what persons actually do and experience; 
* Capability refers to having the ability to achieve a certain level of 


functioning. 


Functions are what people choose to do with their capabilities. For ex- 
ample, suppose Mahira values the fact that she can read (a capability), 
even though she has a preference for listening to books on CD. Even 
though Mahira doesn’t read much, her well-being depends on having the 
capability of reading. Reading is a part of basic education and provides 
intrinsic as well as extrinsic value. In a similar way, Mahira’s biological 
fecundity is defined as her potential to bear children over a lifetime. In 
previous generations women often bore ten or more children. Mahira’s 
fertility is the number of children she actually bears (for example, two). 
Mahira’ capability is different from her functioning because she is ca- 
pable of having more children than she freely chooses. 

Sen argues that distribution policies should not be concerned with 
Mahira’s functioning per se because so much of what people actually do 
is subject to personal choice (for example, how many children she has). 
Instead, Sen argues that social policy should focus on developing capabili- 
ties—the ability to achieve a level of functioning she desires. In this view, 
development is really about Mahira having the freedom to function as 
she chooses within a range of capabilities. Exactly what these capabilities 
should be is open to question, but most people could agree that educa- 
tion and health are likely components. In short, a substantive approach 
to well-being argues that poverty should be measured by the deprivation 
of capabilities across multiple dimensions; policies should focus on these 


dimension of inequality. 
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It is not enough, in Sen’s view, to distribute primary goods without 
knowing whether people can effectively use those goods to pursue their 
own ends. People are highly diverse. With the same bundle of primary 
goods, a pregnant woman may have substantially less freedom than a 
single man. Primary goods, well-being, and freedom are interrelated but 
distinct concepts. Sen’s critique of Rawls is that two individuals hold- 
ing identical baskets of primary goods have the same means to achieve 
freedom but have two different experiences of the actual extent of that 
freedom enjoyed.*” 


Gender Inequality 

Martha Nussbaum, a philosopher at the University of Chicago, devel- 
oped the theory of capabilities and functioning in parallel with Sen. Her 
approach attempts to identify the characteristics of human flourishing in 
keeping with Aristotle’s virtue ethics. In Women and Human Develop- 
ment: The Capabilities Approach (2000), Nussbaum calls attention to 
the widespread gender inequality that hampers the flourishing of women 
around the world: 


Women in much of the world lack support for fundamental functions of a 
human life. They are less well nourished than men, less healthy, more vulner- 
able to physical violence and sexual abuse. They are much less likely than men 
to be literate, and still less likely to have preprofessional or technical educa- 
tion.... Similar obstacles often impede their effective participation in political 
life. In many nations women are not full equals under the law; they do not 
have the same property rights as men, the same rights to make a contract, 
the same rights of association, mobility, and religious liberty. . . . In all these 
ways, unequal social and political circumstances give women unequal human 


capabilities. *' 


Echoing Kant, Nussbaum argues that women need to be treated as ends 
in their own right and not simply as a means for others to achieve their 
ends. Sen and Nussbaum’s work has been hugely influential in guiding 
economic development efforts around the world and in improving the 


equality of opportunity for women and the poor in general. 
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The Human Development Index 

Over the past thirty years human outcomes worldwide have become more 
equal, not in monetary terms but in basic conditions of living. This is due 
to two interrelated factors: First, rapid growth in market economies raised 
the absolute living standards of many of the poorest people. As recently 
as 1990, 43 percent of the world population lived on less than $1.25 per 
day. By zoro, that number had fallen in half, after adjusting for inflation 
and purchasing power parity.** 

Second, virtually every economic development agency now ascribes 
to the importance of addressing equality of opportunity as measured by 
capabilities.” Public and private resources have been redistributed to cre- 
ate these opportunities, contributing to a surge in literacy and life expec- 
tancy. In r980, an average child born in the least developed part of the 
world could expect to live only about two-thirds as long as an average 
child born into the most developed part of the world. By 2010, that ratio 
increased to about three-fourths—even as rich country life expectancy 
expanded by 6.5 years. Although equal opportunity remains elusive for 
many, particularly for girls, substantial shifts in philosophy and practice 
have taken place. 

Inspired by Sen’s and Nussbaum’s capabilities approach, the United 
Nations, under the direction of Pakistani economist Mahbub ul Haq, 
developed the Human Development Index (HDI) starting in 1990. In- 
stead of focusing only on GDP per capita as a measure of development, 
the HDI includes several substantive measures of human welfare. De- 
velopment is recorded when, for example, infant mortality rates fall 
(relative to benchmarks) and likewise when literacy rates rise (relative to 
benchmarks)—even if there is no change in money income. The HDI is 
comprised of three major indicators (and weights): education (one-third), 
health (one-third), and income (one-third). Two-thirds of the index thus 
reflects substantive measures of well-being; the last third reflects the in- 
direct, preference satisfaction approach, The HDI thus creates a hybrid 
approach to measuring human well-being. 

Comparing HDI with GDP can be an important exercise. South Af- 


rica is ranked seventy-eighth in the world based on its GDP per capita. 
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Once education and health outcomes are included, South Africa’s rank in 
development drops to rroth, with an HDI score of about 0.60. Relative 
to the highest scoring country in each category, South Africa has reached 
only 60 percent of what is possible in terms of health, education, and in- 
come.** Per capita income is often a good proxy for conditions of living, 


but not in this case. 


INTERGENERATIONAL JUSTICE 

Distributions within generations can be seen in the wider context of dis- 
tributions between generations. The individual choices and social poli- 
cies made by the present generation determine, in part, the capabilities of 
future generations, and more so the very existence of those prospective 
peoples. This was vividly illustrated by Sen’s analysis that China’s “one- 
child” policy, introduced in 1978 to limit the number of births, led to 
gender-selective abortions and infanticide; as a consequence, up to 100 
million girls are “missing” from the population.** These nonpersons have 
no choice in the matter and play no part in Rawls’s social contract. In 
many ethical theories, nonpersons have no standing to complain. Derek 
Parfit in Reasons and Persons (1984) notes that future people cannot 
complain about the present generation’s choices because without those 
choices these future persons might not have existed. The moral standing 
of future anonymous persons is thus in limbo.” 

This section cannot provide an in-depth analysis of the rich literature 
that philosophers, environmentalists, and others have developed over the 
last decades. It does provide a taste for some of the ethical issues that 
touch upon economic analysis. We start with the question, “What are the 


obligations, if any, of the living generation to yet unborn generations?” 


Economic Discounting 
The economic welfare model maximizes the potential satisfaction of pref- 
erences based on spending power in the market. Because future persons 
are not part of the current market, their interests are not directly consid- 
ered. However, the actions of current individuals can consider their in- 
terests in absentia. Grandparents who save and establish a fund for their 


yet-unborn grandchildren engage in intergenerational redistributions. Oil 
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companies can stockpile oil in the ground in anticipation of future mar- 
kets. Voluntary choices between the present and the future are captured 
by market behaviors and reflected in market rates of interest. The interest 
rate paid to a saver represents the reward for delaying gratification. With 
any positive rate of interest, the present value of money always exceeds 
the future value of that same amount.*’ Thus, future outcomes are given 
less weight than present outcomes. 

Because of compounding, future interests disappear rapidly when 
compared to present interests. Suppose a rainforest in Malaysia contains 
valuable mahogany worth $r billion on today’s market. To harvest the 
mahogany requires cutting down sixty other trees for every mahogany 
tree, and the rainforest would be destroyed. Suppose also that the rain- 
forest contains plants that in fifty years (if the rainforest still exists) could 
be used to treat cancer patients, providing a future value of $100 billion, 
However, after discounting (using an interest rate of ro percent) the $100 
billion in fifty years is worth only $850 million in today’s dollars.** An 
economic resource that is more than roo times more valuable to future 
generations is ignored by today’s marketplace. 

But market rates of interest may not be the appropriate discount rate 
for public policies. A “social” discount rate that is more future oriented 
might use a lower discount rate (say 5 percent). Under this scenario, $100 
billion in fifty years is worth $9 billion in today’s money, making it ad- 
vantageous to preserve the rainforest.” Deciding what discount rate to 
use in public policy analyses is contentious. Although an individual can 
usefully consider discounting when planning current consumption to fu- 
ture consumption over his or her lifetime, public policies typically project 
over generations of different individuals. Choosing too high a discount 
rate could lead to the annihilation of the human species because colossal 
costs to future generations are essentially ignored by the present. 

Along these lines the Stern Review on the Economics of Climate 
Change (2006) warned that inaction by the current generation could 
(in an extreme case) result in massive losses of up to 20 percent of GDP 
in future years.” The Review called on the present generation to bear 
the cost of immediate cuts in greenhouse gas emissions to mitigate these 


long-term costs. In reaching this conclusion the Stern Review applied 
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a discount rate for future costs and benefits of only 1.4 percent, which 
includes a near zero pure rate of time preference of 0.1 percent. A zero 
rate of time preference means generational neutrality: All future gen- 
erations enjoy the same weight on our decisions, as does the present. 
In a sense, the Stern Review asks us to decide climate change policy 
behind a veil of ignorance, as if we do not know which generation we 
will be born into. 

The Stern Review was heavily criticized for this “radical” approach. 
William D. Nordhaus notes that if one were to build on Rawls, maximiz- 
ing the well-being of the least-well-off generation would imply something 
quite different.*' Too low a discount rate would lead the present genera- 
tions to make draconian sacrifices for the future. This would be both 
paradoxical and unjust because future citizens are expected to be much 
wealthier than present citizens. Rather than assuming the parameters of 
a social discount rate, Nordhaus argues that an actual market interest 
rate of 6 percent better captures the true investment trade-offs between 
the present and future. Using a higher discount rate produces the finding 
that the costs of climate abatement to the present generation are great 
relative to the now highly discounted future benefits. 

Many economists project that future generations will be richer than 
the present based on a belief that the productivity gains of the past two 
centuries will continue. These improvements imply that more, rather 
than fewer, natural resources will be available to future generations. For 
example, new technology for finding and drilling petroleum means that 
estimates of world petroleum reserves have actually increased by more 
than roo percent over the past thirty years, despite record consumption 
of oil products.** If per capita productivity grows by 1.5 percent per year, 
real living standards on average will double in less than half a century, 
assuming no calamitous events like global climate change, wars, influ- 
enza pandemics, and so on. 

Optimism is a feature of market ideology because humans have now 
learned how to innovate and societies have institutions for bringing new 
discoveries into fruition. Joseph Schumpeter wrote in 1942, “There is no 
reason to expect slackening of the rate of output through exhaustion of 


technological possibilities.”** 
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Sustainability or Irreversibility 

This optimism is under attack from within the economics profession as 
well as from environmentalists.** Environmentalists argue that it is ar- 
rogant to predict rosy economic futures when the planet is projected to 
increase from 7 billion to nearly rr billion people by 2100.°* Water table 
levels are plummeting from overirrigation, ocean fish stocks are dwindling 
from overtrawling, carbon levels and world temperatures are rising from 
atmospheric pollution—all problems stemming from a failure of markets 
to deal with common property resources. Markets cannot correctly price 
groundwater, wild fish, or the air we breathe because the profit motive will 
lead to overuse of resources that we share and that it would be difficult 
to privatize (the “tragedy of the commons”).** Although market goods 
can be traded off for environmental quality at the margin, tipping points 
and path dependencies could lead to irreversible changes in outcomes. 

Government taxes or regulations are two Customary ways that econo- 
mists would handle the problem of negative externalities. Recent work by 
Elinor Ostrom suggests that a decentralized third approach to preserving 
the commons can spring from local customs and community conventions.” 
The responsibility of humans to the environment is a long-standing tenet 
of many community and religious traditions. Early monotheistic texts 
extol the view that humans are only temporary stewards of a world cre- 
ated and owned by God. Ralph Waldo Emerson, the nineteenth-century 
founder of transcendentalism, promulgated the thesis that man and na- 
ture are inherently connected. Nature is the spirit that suffuses and con- 
nects all things: “The currents of the Universal Being circulate through 
me; I am part or particle of God.”** If everything in nature is connected, 
breaking apart and commodifying a piece of it destroys the whole. Such 
transpersonal values inspired John Muir and other conservationists to 
push for the creation of national parks (such as Yellowstone and Yosem- 
ite) that preserve the landscape and its animals in a holistic, natural state. 

With these spiritual beginnings, the environmental movement today 
is made up of disparate social, political, and economic groups. There are 
thousands of environmental sustainability and social justice organiza- 


tions operating around the world with millions of members. No unifying 
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moral philosophy binds these groups as might be envisioned by Rawls. 
Instead, they represent organic, spontaneously emerging, and evolving 
phenomena as envisioned by Hayek. 

The global environment is interdependent, producing large-scale ex- 
ternalities. In this context, markets will fail to price goods appropriately 
because of a lack of property rights or high transaction costs to defend 
them. Public policy can address this through tax policy or regulations on 
tradable emissions permits or in local cases through community norms. A 
second principle is that survival of the human species requires the endur- 
ance of other species, such as bees to pollinate crops. The complexity of 
ecosystems creates uncertainty about which species are required for hu- 
man survival. It is foolhardy to allow species extinction when we do not 
know how different parts work: “The first rule of intelligent tinkering is 


*3? A third principle is that no single blueprint for 


to save all the pieces. 
saving the environment exists because countries are diverse as to their 
constraints, and peoples differ as to their preferences. 

The World Commission on Environment and Development (WCED) 
issued the influential Brundtland report, Our Common Future (1987), 
which proposes a sustainability criterion as the obligation of the present 
to the future. Sustainability means: “Meeting the needs of the present 
generation without compromising the needs of future generations. ”® At 
a minimum, future generations should be left no worse off than current 
generations. 

One can visualize a relay team in which each generation passes on the 
baton of capital and resources to be used by the next generation, without 
dropping or diminishing it.*' But is it realistic to think the baton should 
remain the same across generations? Future generations may face depleted 
oceans but enjoy overflowing electronic libraries. As some natural resources 
become scarcer, technology can leapfrog and reduce the need for those re- 
sources. Past generations confronted a crisis of basic needs—food, shelter, 
and health care. Present and future generations face different challenges 
of longer life expectancies, which combined with shorter years of work, 
create a crisis of leisure. Robert Fogel, in The Fourth Great Awakening 
and the Future of Egalitarianism (2000), shares the optimism of other 


neoclassical economists that future generations will be far wealthier and 


107 


ECONOMIC JUSTICE: EQUAL OPPORTUNITY 


argues that we make a fundamental error to assume future generations 
will be struggling over material resources. Rather, self-actualization will 


become the new basic need: 


The problem of self-realization ... is the hallmark of our age and the greatest 
threat to the survival of our society. To achieve self-realization, each individual 
must have an understanding of life’s opportunities, a sense of which of these op- 
portunities are most attractive to him or her at each stage of life, and the requi- 
site educational, material, and spiritual resources to pursue these opportunities. 
In the era that is unfolding, fair access to spiritual resources will be as much a 


touchstone of egalitarianism as access to material resources was in the past.” 


In assessing what the baton of sustainability is or means, we must 
confront the difficult task of trying to count and combine incommensu- 
rable capital resources and assess the trade-offs between natural capital 
and human capital. The Brundtland Report reflects the moral intuition 
that we should not use resources in ways that harm others, including fu- 
ture people. Nevertheless, the relationship of human to natural resources 
has yet to be well understood. If human ingenuity can improve energy 
efficiency in machinery by 25 percent, a smaller natural resource base is 


needed to provide sustainability. 


LOOKING AHEAD 
Two approaches to inequality addressed in the previous chapter are the 
call for justice based on fair outcomes and the call for justice based on 
fair process or procedure. These concerns are interrelated in the present 
chapter when it comes to analyzing the equality of opportunity. It is not 
possible to have a fair economic contest unless all the children lining up 
to a race eat a morning breakfast, lace up similar running shoes, and re- 
ceived comparable physical education, cognition training, and emotional 
support. Basic capabilities are needed before the economic game can be 
played with equal opportunity. Although people may agree on the need 
for equal opportunity, there is widespread disagreement over its mean- 
ing and application. In the United States, where inequality is rising and 
economic mobility is low relative to other rich countries, two articles of 


faith remain: the belief that markets produce a meritocratic society and 
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the conviction that technological advances will make future generations 
richer and better able to confront environmental challenges. The role of 
government in ensuring both these outcomes is a key question in the de- 
bate about economic justice. 

A pluralistic approach would not attempt to decide between procedural 
justice and outcome justice but would see both approaches as offering 
valuable insights. In a world of uncertainty and complexity, the notion 
of maximizing a single value to the exclusion of all others seems short- 
sighted. Most countries have in practice adopted a pluralist approach to 
economic justice. The thesis of this book is that a pluralist approach 
to economics more generally offers insights for both positive and norma- 
tive economics. The concluding chapter explores these issues in the theory 


and practice of economics. 
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CHAPTER IŻ 
Ethical Pluralism in Economics 


Pluralism is about having multiple frames of analysis. Understanding 
the diversity of moral theories and motivations strengthens the study 
of economic relationships and institutions. Economists, for example, 
rely in practice on more than one ethical framework for conducting 
their own investigations and for analyzing and evaluating 
market behaviors. 


ETHICAL PLURALISM 


One of the attractions of standard economic theory is that it doggedly 
pursues one method: It tries to understand how a rational economic ac- 
tor with given and stable preferences would behave in order to maximize 
personal utility. Much useful work has been done within this model, and 
few people would disagree with its conclusions that expected outcomes 
influence choices and that incentives alrer the behavior of economic ac- 
tors. Proposed here is a complementary hypothesis, namely, that addi- 
tional ethical models enlarge the understanding of some behaviors (a 
claim relevant to positive economics) and that multiple frames of ethical 
analysis are desirable for public policy analysis (a claim relevant to nor- 
mative economics), 

Pluralism is defined as some degree of acceptance of two or more 
valid values, or two or more valid principles, that pertain to the same 
or overlapping domains of reality and that cannot be reduced to a single 
value or principle.’ Pluralism, as defined here, entails the recognition 
that multiple ethical frameworks can help explain the world and inform 
decision makers. To use the metaphor of Isaiah Berlin, a burrowing 
hedgehog knows only one big thing (for example, maximizing efficiency), 
whereas the pluralist fox knows lots of different things.* In Chapter 1 
we introduced the pluralist 3-D thinking that highlights three ethical 
frameworks, oriented around outcomes, duties, or virtues. Pluralism in 
this context has two further aspects: the divergence of theories across 
domains (vertical pluralism) and the divergence of theories within do- 


mains (horizontal pluralism).’ 
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FIGURE 12.1. Vertical ethical pluralism. 
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Virtuous habits like self-control are needed for carrying out duties and 
following rules without external rewards or punishments. Following duties 
and rules can lower transaction costs through greater trust, producing good 
outcomes in trade. Good outcomes like higher income can in turn spur moral 
development and the inculcation of virtuous habits, represented by the dotted 
line feedback loop. 


Source: Jonathan B. Wight, “Economics within a Pluralist Ethical Tradition,” Review of Social 
Economy 72(4)(December 2014). 


Vertical Pluralism 
Vertical pluralism is the recognition that multiple ethical frameworks 
are at work in market processes, linking virtue, duty, and outcomes. Fig- 
ure 12.1 illustrates a model of vertical ethical pluralism. 

In the messy world of life, the dimensions of virtues, duties/rules, and 
outcomes are interrelated and overlapping concepts to economic actors 
operating within social and economic institutions. The three frameworks 
may at times compete but also at times complete each other. In the work 
of Adam Smith, for example, moral sentiments give rise to institutions 
that provide the duties and rules for appropriate conduct. One might 
say that Smith is a rule consequentialist who sees good rules as produc- 
ing good outcomes, but this shortchanges virtue ethics. If more people 
follow rules out of internal beliefs and commitments, external monitoring 
costs can be lower than otherwise. The interplay of values and principles 
is Operative in Smith’s pragmatic approach. 


ZII 


ETHICAL PLURALISM IN ECONOMICS 


Consider this quandary: A minimum wage worker in a large dry clean- 
ing company has just found $roo in a client’s pants. Should she pocket 
the money, knowing there is no chance of getting caught? Or should she 
call the customer and return the money? People are often torn between 
instincts and principles. The first downward arrow in Figure 12.1 sug- 
gests that an economic agent who is honest by virtue of her character will 
adhere to rules and duties arising from habits of being trustworthy. She 
will make every effort to locate the rightful owner of the money because 
it is the right thing to do. The second downward arrow shows that adher- 
ing to the norms of honesty can produce beneficial outcomes, including 
company goodwill, a monetary reward, social recognition, or simply inner 
peace of mind that comes from doing the right thing. Recall that virtue 
ethics can produce desirable outcomes, but the calculation of outcomes 
is not the motive for virtuous behavior. 

The upward dotted arrow in Figure 12.1 demonstrates the positive 
feedback between outcomes and virtues. Virtuous people who adhere to 
their duty to be honest will reduce the transactions costs in trade, resulting 
in more exchange and higher living standards. Higher living standards in 
turn can heighten moral imagination through travel and trade and gener- 
ate an evolution of feelings about right and wrong (Chapter 8). Evidence 
suggests that participating in a well-developed market, for example, makes 
people more inclined toward positive, other-regarding behaviors. John 
Stuart Mill thus theorized that rhe “economical advantages of commerce 
are surpassed in importance by those of its effects which are intellectual 
and moral.™ A virtue cycle results: Virtue produces good outcomes, and 
good outcomes generate more virtuous behaviors. 


Horizontal Pluralism 


Horizontal or lateral pluralism is the recognition that multiple modes 
of analysis exist within each different vertical framework (Figure 12.2). 

Within the context of virtue ethics, one could derive the internal 
character of honesty from Adam Smith, Aristotle, Confucius, the Bud- 
dha, or others. Concepts of duty can likewise be based on God’s Ten 


Commandments, on Kantian rationality, or on natural rights theory. In 
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FiGuRE 12.2. Horizontal ethical pluralism. 


Virtue ethics: 
Adam Smith <--> Aristotle +> Conilucius ~~~ Buddha 


Duty and rule ethics: 
Divine command <—— Kantian <_——~ Natural rights 


Outcome ethics: 
Neoclassical Multiple 
Utilitaian << preference =<» other 
satisfaction outcomes 


When economists explore how public policies affect multiple outcomes, they 
are engaged in horizontal ethical pluralism within an outcome-oriented ethical 
framework. One can likewise study duty and rule ethics, and virtue ethics, 
from within different traditions. 


Source: Jonathan B. Wight, “Economics within a Pluralist Ethical Tradition,” Review of Social 
Economy 72(4}(December 2014). 


outcome-based ethics there are multiple ends to consider in evaluating 
pubic policies. Urilitarians focus on the total pleasure created, and neo- 
classical economists often focus on maximizing the preferences of current 
consumers (static efficiency). However, a multitude of other concerns or 
goals are often considered: saving lives, national security, freedom, fair- 
ness, and dynamic efficiency. For Smith, although economic growth was 
an important outcome, economic justice was an even greater concern. 
Can all of these outcomes be subsumed under the guise of a super value 
as suggested in the standard welfare model? If so, the goal of saving lives 
is important only because it is an instrumental good that leads to the ul- 
timate good of satisfying preferences. Policy makers need not consider the 
issue of horizontal pluralism if one super value really exists. 

But is such a claim of supremacy for a single value reasonable? Can 
everything “good” be captured by a single measure, such as “maximize 
preferences”? Humans have distinct and often irreducible goals, and 
achieving more of some goals at times requires sacrificing others (scarcity 


is a standard feature of economic life). Isaiah Berlin is well known for 
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pointing out the basic clash between liberty and equality. Berlin, who as 
a youth witnessed mob actions during the Russian Revolution, recoiled at 
the notion that a single utopian value could overcome the moral conflicts 
intrinsic to human life. Berlin liked to quote Kant: “Out of the crooked 
timber of humanity, no straight thing was ever made,” meaning that “no 
perfect solution is, not merely in practice, but in principle, possible in 
human affairs.” 

How competing multiple goals can be analyzed alongside efficiency is 
the subject of an interesting workbook by Rendigs Fels and Stephen Buck- 
les, Casebook of Economic Problems and Policies: Practice in Thinking. 
The authors take it for granted that critical thinking about public policy 
requires economists in each and every case to explore horizontal plural- 
ism; ultimately, a qualitative normative account is needed to judge how 
the goal of efficiency stacks up alongside other worthy goals.‘ 

This process makes some economists uncomfortable because it calls on 
them to step outside a comfort zone. Mark Twain has often been credited 
with saying, “To a man with a hammer, everything looks like a nail”; and 
to many economists, every problem looks like an efficiency problem. The 
pluralist account of how to do public policy does not lend itself to find- 
ing the “right” answer that can be arrived at by scientific method alone. 
Economic efficiency is one input into a deliberation about the right op- 
tion; a policy solution is arrived at from considering multiple angles and 
through a rhetorical process of discovery. 

Hence, rather than advocating preference satisfaction as the orly in- 
dicator of welfare, economists may come to see preference satisfaction 
as one of various outcome measures that address human welfare (Chap- 
ter 7). The approach recommended here can help resolve the problem of 
Buridan’s ass, the donkey that starved to death because it could not distin- 
guish between two identical piles of wheat. Many economists claim that 
they cannot and should not make interpersonal comparisons of utility. 
Hence, they cannot distinguish between the extra money that a rich man 
would spend on an expensive bottle of wine and the same extra money 
a poor mother needs to buy medicine to save the life of her child.” Com- 
mon sense would suggest otherwise, and economists already do something 


akin to interpersonal analysis when they support the goal of dynamic over 
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static efficiency or when they support the concept of “life-years extended” 
instead of “lives saved” in public policy analysis. 


The Narrowed Lens 

Throughout history economic theorists adopted diverse and changing nor- 
mative goals and guiding ethical frameworks. Adam Smith, the founder 
of economics, built a foundation to advance the overlapping concerns of 
economic justice, dynamic growth, and virtue ethics. In the late nineteenth 
century, however, the economic vision became constricted as economists 
attempted to create a physics of the social sciences. Both in method and 
content standard, economics became less amenable to address multiple 
ethical perspectives. 

Pluralist approaches to both positive and normative economics—la- 
beled beterodoxy—were marginalized in the mid-twentieth century, and 
textbook writers could argue that the mainstream consensus reflected sci- 
entific progress. Troubling, however, is the implication that some textbook 
writers knew that they were providing an artificial and false harmony but 


sion in the eyes of the public.* Controversy was avoided to maintain the 
appearance of scientific unity, and this was done, in part, by reducing the 
scope of acceptable methodology. This excessively narrow focus led the 
American Economic Association in the late twentieth century to warn that 
graduate schools were turning out “idiot savants, skilled in technique but 
innocent of real economic issues.”” Ronald Coase likewise worried, “It 
is suicidal for the field to slide into a hard science of choice, ignoring the 
influences of society, history, culture, and politics on the working of the 
economy. . .. knowledge will come only if economics can be reoriented to 
the study of man as he is and the economic system as it actually exists.” " 

In the twenty-first century this began to change as Nobel laureates 
like Amartya Sen and Vernon Smith popularized alternative approaches 
and as student activists demanded a more inclusive curricula. Graduate 
students in France, the United Kingdom, and the United States began 
campaigns after 2000 to expand the range of methods and content of 
economic analysis. This eventually gave rise to the Real-World Econom- 


ics Review, an on-line journal of more than 20,000 subscribers from 
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around the world." Real economic issues are multifaceted and require 
complementary perspectives to enrich the analysis. This includes a plural- 
ist account of human behavior and the history, institutions, and ethics of 
policy issues. Controversy can be the pedagogical tool by which students 
come to understand the nature of economic complexity. 

The following section demonstrates that both vertical and horizontal 
pluralism are needed to understand how economists themselves conduct 
scientific research," 


THE ETHICAL ECONOMIST 


Positive economics is the study of the world, as it currently exists. Ac- 
cording to the standard textbook view, positive economics is value free. 
But a moment’s reflection reveals the impossibility of this interpretation. 
Being impartial does not mean being value free, and ideology sometimes 
plays a role in shaping research agendas and methods.’ Facts are defined, 
collected, and analyzed in a context in which values and ethical consid- 
erations play roles that cannot be avoided. Values are a necessary part 
of science and are fused with the knowledge obtained. Most economic 
data do not exist outside of the socially constructed context in which they 
were created. To be counted as “unemployed” in the United States, for 
example, a worker must actively seek work in the four weeks prior to the 
survey. The selection of four weeks instead of two or six weeks cannot be 
justified by science. It reflects a compromise between political and prag- 
matic judgments about what is acceptable so as to produce reliable and 
meaningful results.'* There are also ethical issues involved in using human 
subjects in research; when surveying the unemployed in their homes, the 
Labor Department must use ethical standards of contact. A discouraged 
job seeker who answers the doorbell and confesses to the surveyor that 
he has not actively searched for work may be motivated to get up off the 
couch. Collecting the facts can change the facts, a phenomenon known 
in science as the Heisenberg principle. 

Researchers also face budget constraints and must rank research proj- 
ects by judging the expected importance to self or society. One typical 
value judgment by funding agencies is, “How much of a budget should 


we spend on this experiment to test behavioral economics, as opposed to 
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that data collection needed to test labor migration theory?” Even when 
economists acknowledge they are stepping into normative territory, the 


underlying ethical framework is often obscure or unexamined. 


The Consequentialist View 

Standard economics posits that an economic actor can be adequately mod- 
eled using only an outcome-based behavioral framework. In particular, 
economic actors are said to strive to maximize the expected attainment 
of individual preferences. In this view, duty and virtue can enter the dis- 
cussion only by way of satisfying preferences. One way to examine this 
theory is to ask: “Is this the way economists themselves actually act?” 

Academic economists are involved in “selling” their scientific theories 
and research to other economists and the public. The market for science 
can be equated to other markets, and expected outcomes, particularly re- 
lated to self-interest, can explain much activity, including some allegedly 
unethical behaviors. The movie Inside Job (2010) argues that economic 
practitioners have in recent years been “bought” by financial interests 
to deliver biased conclusions for hire. Charles Ferguson, who wrote and 


produced the film, charges: 


Over the past 30 years, the economics discipline has been systematically sub- 
verted, in much the same way as American politics—by money, especially 
from the financial services industry. Many of the most prominent economists 
in America are now paid to testify in Congress, to serve on boards of direc- 
tors, testify in antitrust cases and regulatory proceedings, and to give speeches 
to the companies and industries they study and write about with supposed 


objectivity." 


In one example, Frederic Mishkin, a renowned author of banking text- 
books, was paid $124,000 by the Icelandic Chamber of Commerce to 
coauthor a study entitled, “Financial Stability in Iceland,” which deter- 
mined that “financial fragility is not high” and that the likelihood of 
a financial meltdown was “very low.”'® The Icelandic financial system 
crashed within two years. 

The claim that Mishkin was dishonest rankles him and others because 


economists believe they operate within a system of implicit ethical norms. 
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Those violating these rules are ostracized from the club. Paul Samuelson, 
a Nobel laureate, notes that social status (more than monetary payoff) 
drives the profession: “In the long run, the economic scholar works for 


7 


the only coin worth having—our own applause.” ” In the standard eco- 
nomic view, rational economic actors examine the costs and benefits of 
cheating and enlightened self-interest works to keep economic research- 
ers honest: The cost of being caught means permanent exclusion from the 
club, including loss of income and status. Voluntary self-control—based 
on a consequentialist reckoning of self-interest—is relied on to maintain 
truth telling. In this view, trust arises from an instrumental calculation 
of enlightened self-interest. 

Unlike law, accounting, medicine, architecture, psychology, and other 
professions, there is no external accreditation or licensing required for 
the practice of economics. The American Economic Association (AEA) 
is a voluntary organization that specifies no code of ethical conduct for 
continued membership, nor does it have any mechanism for punishing 
ethical transgressions. After the publicity of Inside Job and the publica- 
tion of George DeMartino’s The Economist’s Oath: On the Need for and 
Content of Professional Economic Ethics (2011), however, the AEA did 
issue new requirements for financial disclosure and data transparency by 
authors in its journals.'* Some “rules” in addition to self-regulation are 
currently in place. 

Two problems arise in arguing that the academic market will police 
itself adequately using only outcome-based incentives. First, market failure 
in science arises because of asymmetric information. Researchers know 
more about their research methods than do customers (the journal read- 
ers). A moral hazard arises if the incentives in the system tilt in ways to 
encourage unethical behavior. Researchers in many situations have much 
to gain from fudging, falsifying, or even plagiarizing their findings. Many 
academic jobs are “publish or perish,” meaning that successful publishing 
in academic journals is required in exchange for a lifetime of guaranteed 
employment through tenure. 

The top journals in economics are usually associated with a nonprofit 
association or university and can attract high-quality editors and review- 


ers, who practice the virtues of competence, self-control, and honesty in 
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evaluating evidence and not rewarding unethical behaviors. At the other 
extreme, for-profit journals are proliferating, and some reviews are per- 
functory at best.'” This is a case in which the principles of the market (the 
search for profit) collide with the principles of science (the search for truth). 
A publication bias also exists in which journals generally report only re- 
search with statistically significant findings. Investigators can nudge their 
results to produce statistically significant findings by omitting outliers, 
altering starting and ending dates, and changing model specifications. 
These actions can be legitimate and are justifiable if done for the right 
reasons, but they can also be done simply to produce publishable outputs. 
Replicating a scientific paper constitutes a public good because the 
corroboration (or contradiction) of results provides external benefits to 
society. Replicators, however, are poorly rewarded because the task is 
time consuming and few of these papers are accepted for publication. This 
leads to the second potential market failure, the free rider problem: Others 
rely on reviewers and replicators, but the system does not provide ample 
incentives. As a result, little replication is attempted, even though these 
efforts occasionally result in stunning reversals of the original findings.*° 
For these reasons the probability of detecting deceitfulness in empiri- 
cal work in economics is low.*! Even if potential dishonesty is uncovered, 
fabricators can claim that errors were unintended and that duplicity was 
not the motive. When deliberate falsification can be proven, the penalty is 
often only a mild rebuke—the author will be forbidden from future pub- 
lication in that particular journal. However, there are hundreds of other 
journals where that fraudulent paper can be sent. No licensing authority 
exists for publicly exposing misdeeds, and journal editors may remain mute 
to avoid libel suits. Even when a clear case of plagiarism is discovered, 
more than half the editors in prestigious journals said that they would 
refrain from reporting this to an author’s department chair or dean.** 
The consequentialist approach to truth telling and trust in economic 
research is predicated on the belief that the potential loss of one’s repu- 
tation is strong enough to restrain most bad behaviors. The evidence, 
however, indicates that market failures exist, and in some contexts the 
expected benefits of cheating are large and the expected costs of cheating 


are small. Nevertheless, fraud in academic economic research appears to 
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be limited to 5 percent or less of researchers.*’ This finding may be due 
to cases of malfeasance yet to be discovered or, alternatively, to the fact 
that economists are, as a group, generally truthful for intrinsic reasons: 
They consciously or unconsciously have adopted the principle of honesty 
and truth seeking in the presence of moral hazard. We turn now to a dis- 


cussion of this possibility. 


Norms of Virtue and Duty 

The intuition that science advances using more than simply outcome- 
based ethics is a strong one. Market failures arising from moral hazard 
are well known, and society attempts to mitigate these problems using 
moral norms. The practice of medicine creates well-recognized problems 
of asymmetric information leading to a moral hazard. For thousands of 
years doctors have been asked to adhere to the Hippocratic duty to put 
patient interests ahead of personal interests. Certified public accountants 
likewise must profess an “unswerving commitment to honorable behavior, 
even at the sacrifice of personal advantage.”** Similar injunctions apply in 
engineering, architecture, law, and many other professions. No one would 
suggest that these commands work all the time to restrain unethical be- 
havior. But they do call attention to a very different standard for ethical 
choice, based not on consequences but on the consideration of duty and 
virtue for their own sakes. 

Frank Knight, one of the founders of the celebrated “Chicago School” 
of economics, mentored a cadre of future Nobel laureates including Milton 
Friedman, George Stigler, James Buchanan, and Ronald Coase. Knight 
described the absolute moral code that should be religiously demanded 


of all practitioners: 


Now scientific enquiry has, and rests upon, a moral code, or in sheer fact a “re- 
ligion”; and it is supremely important that scientists recognize this fact. ... The 
basic tenet of scientific research—truth or objectivity—is essentially a moral 


principle, in opposition to any form of self-interest. ™ 


The economic scientist is called on to develop deep virtues of “integrity, 
competence, and humility.” These qualities should be identified and nur- 


tured, not only because they may lead to personal success but also because 
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they are valued intrinsically as ideals to be upheld. Honesty is more than 
a preference in one’s utility function that can be traded off against other 
goals in pursuit of personal gain; honesty is a solemn duty to others and 
constitutes a measure of one’s character development. 

The difference between a consequentialist ethic of honesty and a virtue 
ethics honesty is captured by this nineteenth-century maxim: “Honesty 
is the best policy, but he who is governed by that maxim is wot an honest 
man.” If your motive for being honest is driven by a desire for particular 
outcomes, you are simply being opportunistic. Hence, “if honesty is the 
best policy” then the best principle is to be honest from conviction, not 
from calculation.** For these reasons Amartya Sen argues, “Consequen- 
tial analysis may be taken to be necessary, but not sufficient, for many 
moral decisions.””’ 

Vertical pluralism demonstrates how more than one ethical frame- 
work can help address important public policy issues like the creation of 
trust. A virtuous scientist has the motive and the self-control to adhere to 
duties of honesty to others in the community, which will produce benefi- 
cial outcomes for that community and the wider society. But these good 
outcomes are produced in part from adhering to principles (or norms or 
virtues) that are not aimed at producing the best consequences. Econo- 
mists, like many others, instinctively view dishonest behavior with dis- 
gust and repugnance. This moral sentiment provides a foundation for the 
behavioral norms in the “tribe” of economists. Ethical norms give rise 
to the recognition of duties and rules. From these flow desirable multi- 
ple outcomes for the benefit of science and society. Being an ethical role 
model is an important part of mentoring one’s junior colleagues and im- 
pressionable students. 

The science and art of economics thus advances using pluralist ethical 
institutions. Economists are truthful for complex reasons: Some ascribe 
to absolute moral rules of honesty based on divine command or Kantian 
conviction; some value honesty intrinsically for its own sake; some see 
their identity as virtuous persons and, though tempted, have developed 
a character of self-discipline; and some are deterred from cheating by 
incentives in which personal costs exceed personal benefits. A pluralist 


account of how and why scientists are honest recognizes and bolsters the 
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institutions that promote trustworthiness. In thinking about what markets 
value or can degrade, Kenneth Arrow notes, “The multiplicity of control 
systems in the real world is probably no accident.”™ 

By ignoring duty and virtue, or by attempting to shoehorn these con- 
cepts into enlightened self-interest, the standard economic model misses 
the role that nonconsequentialist ethics plays in economic life. Worse, it 
potentially degrades those frameworks in the minds of students, whose 
characters are amenable to manipulation. In a well-known study, re- 
searchers at Cornell discovered that exposing students to a course in 
standard economics reduced students’ inclinations for cooperation and 
honesty, increased cynicism about these values, and increased free riding 
on others’ contributions.” Trust is accomplished most cheaply when ex- 
ternal constraints can be minimized because duty and virtue are upheld 
as norms by many in society. As the following section shows, this is true 


in business as well as in academics.*” 


MODELING A BUSINESS 


Economic models often describe a simplified production function in 
which resource inputs magically convert into outputs of goods and ser- 
vices. The process of how this takes place is usually given little descrip- 


tion or importance. 


The Consequentialist View 
In the standard model, economic agents—whether shareholders, manag- 
ers, workers, or Ccustomers—are assumed to operate based on the model 
of individual preference satisfaction, This approach is useful for many 
purposes. As revealed in the preceding section, however, too narrow an 
ethical lens can lead to misunderstanding about how some social systems 
actually operate. One misunderstanding arises because the mathematics 
of a production function cannot capture the organic ways in which char- 
acter and conscience matter to business. Chapter r discusses the famous 
debate initiated by Nobel laureate Milton Friedman that illustrates the 
issue. Friedman’s Capitalism and Freedom contains a highly popular 


statement about the limited ethical obligations of corporations to the so- 
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ciety in which they operate. Corporate executives, Friedman notes, have 
an ethical obligation to maximize profits for the benefit of shareholders. 

Friedman’s justification for profit maximization is based in part ona 
consequential analysis of outcomes. Profits are the instrument by which 
a free and competitive market signal the way resources ought to be used 
to best meet the preferences of consumers. The profit motive works au- 
tomatically to generate outcomes that are efficient in the economic sense 
of satisfying preferences, assuming no externalities or other market fail- 
ures. In Friedman’s view, managers should not be asked to sidetrack the 
role of profit seeking by addressing social problems such as homelessness, 
unemployment, racial disparity, poverty, and environmental cleanup be- 
yond the minimal required. These are not in the bailiwick of a business, 
nor is the manager’s training likely to make him or her knowledgeable 
about these areas. Friedman notes, “If businessmen do have a social re- 
sponsibility other than making maximum profits for stockholders, how 
are they to know what it is?”*! 


Norms of Virtue and Duty 

As noted in Chapter 1, Friedman soon reverses himself. It turns out busi- 
nesspeople do have a social responsibility to others, and it derives not only 
from outcomes but also from required duties. In attempting to maximize 
profits, Friedman says the manager must conform his or her actions to 
the “basic rules of the society, both those embodied in law and those em- 
bodied in ethical custom.” The manager is duty bound to be honest, for 
example, because this is a bedrock ethical norm and not because it can 
be calculated in specific cases to increase profits. Friedman thus reveals 
himself to be, like Adam Smith, a pluralist—he needs more than one ethi- 
cal framework to make his system work. 

As in the conduct of economic research, the unbridled pursuit of one’s 
own preferences is unacceptable if the actions taken to achieve it lie out- 
side the mainstream of ethical norms and customs. Instead, Friedman 
enjoins managers to abide by Adam Smith’s moral sentiments dictum 
to align actions with the basic “rules of justice.” In Smith’s view, people 


engaged in commercial activity can be virtuous because their habits of 
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prudence, justice, and self-command are crucial to a well-functioning 
society. Virtuous people “religiously [uphold] the sacred rules of justice 
in spite both of the greatest interests which might tempt, and the greatest 
injuries which might provoke [them] to violate them.” For Smith, as for 
Friedman, self-interest is subsumed within a pluralist tradition of virtue 
and duty. Learning to exercise self-control in upholding one’s duty to 
others is the preeminent moral virtue, from which “all the others virtues 
seem to derive their principal lustre.”*° 

The importance of trust in business arises in many contexts, par- 
ticularly considering the ubiquitous principal-agent problem. Because of 
asymmetric information, the manager knows more about the operation 
of a business than do the owner-shareholders. The incentives created by 
this knowledge discrepancy lead to a moral hazard: Managers can per- 
sonally gain by running the business for their own benefit rather than the 
shareholders’. Shareholders can address the problem by using incentives 
to align the managers’ interests with the long-run interests of the owners 
(for example, bonuses tied to measures of performance). One problem 
with the outcomes-based approach is that managers may quickly learn 
to manipulate earnings and growth so as to achieve bonuses, but at the 
expense of product quality, future innovation, or other objectives. A 
business operation is a holistic endeavor, and focusing on any particular 
performance outcome can be self-defeating. 

A complementary approach is one implied in Friedman’s article: to 
hire a manager who ascribes to duty and virtue ethics in their fiduciary 
obligations. A virtuous manager has the self-control needed to adhere 
to her duty to shareholders. This produces desirable outcomes for the 
shareholders and society at large. An interesting feature of this approach 
is that it casts new light on the role of stakeholders—the workers, sup- 
pliers, and customers to the corporation. If a manager is duty bound to 
adhere to moral rules of conduct toward shareholders, she will have basic 
moral duties to other stakeholders as well.” 

In Adam Smith’s account of the invisible hand (Chapters 8 and 9), the 
search tor profit clearly guides behavior at one level. But considerations 
of character ground market behavior and lower the transactions costs 


needed for trade. As Adam Smith notes, a businessperson is attuned to 


124 


ETHICAL PLURALISM IN ECONOMICS 


“the character and situation of the persons whom he trusts.”** Character 
arises from having the motive and discipline to advance honesty for the 
sake of honesty and not from the motive to be honest only if something 
can be gained. Sympathy or “fellow feeling” is critical to good manage- 
ment, for by it, “we place ourselves in [another’s] situation, we conceive 
ourselves enduring all the same torments, we enter as it were into his body, 
and become in some measure the same person with him.”** Sympathy 
forms the basis of moral imagination and enables managers to connect 
at an emotional level with employees, investors, suppliers, customers, 
and other stakeholders crucial to the success of commercial enterprises.” 
McCloskey notes that real economies overflow with real virtues—“love, 
justice, temperance, faith, hope and courage come tumbling out” in nu- 
merous experiments, providing the social and moral stew from which 
organizations and institutions operate to produce and allocate economic 
resources.” 

A large literature demonstrates the ways in which profitability can be 
advanced by using Adam Smith’s theory of moral sentiments and virtue 
ethics. Companies that exhibit concern for virtue are able to hire employ- 
ees for substantially lower wages.” Stakeholders respond emotionally to 
company behavior that is perceived to be virtuous or heroic.4° Compa- 
nies exhibiting virtuousness have better performance relative to industry 
peers measured by customer retention, innovation, smaller labor turnover, 
greater flexibility, and profitability.” 


MULTIPLE ETHICAL FRAMES 
Milton Friedman’s reasons for promoting markets and a limited govern- 
ment extend beyond simply supporting the instrumental role of profits in 
satisfying consumer preferences. More fundamentally, Friedman values 
the freedom that arises from a system of decentralized decision making. In 
evaluating markets, economists often switch their focus between different 
desirable outcomes or objectives. As reported in Chapter 6, for example, 
economists often advocate for efficiency that satishes the preferences of 
existing consumers in the market. But many economists also support the 
awarding of monopoly patents that would stimulate innovation. Justify- 


ing this requires changing the consequentialist aim: Dynamic efficiency 
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is now the goal, and it promotes the preference satisfaction of future 
consumers (present consumers will be hurt by paying higher monopoly 
prices). Similarly, in a public policy analysis of whether human organs 
should be sold in a market, a Nobel prize winning economist does not 
advocate for markets based on maximizing static efficiency, rather the 
defense of markets is all about saving lives.** 

Although saving the most lives can sometimes be achieved through 
freer markets, that outcome is by no means certain. The vast sums of 
money spent on advertising Viagra (a drug for male sexual arousal) could 
likely save many more lives if allocated to other medical interventions. 
Market preferences may not lead to saving the most lives, and choosing 
“lives saved” as the primary goal of public policy changes the nature of 
the debate: Wealth maximization is suddenly off the table, and a differ- 
ent goal is advanced. Why should saving lives be the goal in this case but 
not the goal in all other cases? If switching goals (horizontal pluralism) 
is permitted, why not consider fairness as the major goal that economists 
should promote? 

Economic policies generally produce outcomes that can be evaluated 
along many value dimensions. When one outcome can be traded off against 
other outcomes, the situation exhibits horizontal pluralism (Figure 12.2). 
We desire to make the nation safer, but not so safe that freedom is ex- 
cessively encroached or that wealth creation through exchange is unduly 
impinged. Complex choice situations—which describe most important 
public policies—are rarely amenable to maximizing solutions, and more 
often may require choosing the least worst option from among the mix 
of outcomes, after considering the limitations imposed by rules, duties, 
and virtues.” 

The notion of efficiency used in public policy analysis also relies on 
vertical pluralism because it involves some measure of compulsion or 
forced trade (see Kaldor-Hicks efficiency in Chapter 5). In this formula- 
tion it is claimed that the size of the economic surplus can ethically be 
increased through involuntary trade, as long as the winners gain more 
than the losers lose, and regardless of whether compensation is actually 


paid to losers. This normative claim cannot stand on its own: It requires 
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other ethical frameworks and institutions outside the market to make it 
defensible. To see why, imagine that Mark owns a rare baseball card he 
values at $100, but Joe values it at $300. If Joe breaks into Mark’s house 
and steals the card, the economic surplus rises by $200! The gain to Joe 
is $300 and the loss to Mark is $100, causing an increase in economic 
wealth of $200. In the Kaldor-Hicks version of efficiency, it is irrelevant 
that Mark was not compensated in this involuntary “trade.” The theft 
reallocation enhances efficiency because the person who most values the 
product now has it.** This type of involuntary trade is essentially what 
happens when economists do cost-benefit calculations of efficiency as the 
basis for public policy: Some people will gain, and others will lose (and 
the losers are rarely compensated). 

But wait, economists will shout: The standard welfare model im- 
plicitly assumes that there are basic human rights, including prop- 
erty rights and low transactions costs for defending property in court. 
But these constraints need to be stated explicitly rather than swept 
under the rug. Amartya Sen notes, “The violation or fulfillment of ba- 
sic liberties or rights tends to be ignored in traditional utilitarian wel- 
fare economics. .. . no direct and basic importance is attached in the 
utilitarian framework to rights and liberties in the evaluation of states 
of affairs.” 

Efficiency can be judged a good outcome only if there are in place 
complementary institutions that enforce process rules about not harming 
others. This requires a legal system and judges who will impartially up- 
hold Mark’s property rights. But in many countries judges are sometimes 
poorly paid civil servants, and a bribe from Joe could sway the ruling in 
his favor. Hence, it is not enough to have laws and courts; judges must 
be dutifully impartial. But why should judges uphold the law if they are 
self-interested consequentialists and determine that taking a bribe is in 
their own best interest? One answer is that society must socialize enough 
of its citizens to strive for virtuous and duty-bound conduct, despite the 
moral hazard. Kenneth Arrow thus postulates that for the price system to 
work well, a Kantian system is needed for balance: “The price system is 


not, and perhaps in some basic sense cannot be, universal. To the extent 
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that it is incomplete, it must be supplemented by an implicit or explicit 
social contract. Thus one might loosely say that the categorical impera- 


tive and the price system are essential complements. ™" 


Many Parts, Yet One Body 
If the foot should say, “Because I am not a hand, I do not belong to the body,” 
that would not make it any less a part of the body. . . . The eye cannot say to 
the hand, “I have no need of you,” nor again the head to the feet, “I have no 
need of you.” On the contrary, the parts of the body that seem to be weaker are 
indispensable. 


—First Letter of St. Paul to the Corinthians 


This quotation reminds us that any human institution is a holistic, organic 
entity. The attempt to make economics a purely reductionist science suffers 
from the realization that complex social interrelationships matter. Por- 
traying economic actors as atomic units that form preferences and maxi- 
mize utility in mental isolation provides many useful insights. But scores 
of laboratory and held experiments have shown that social motives and 
ethical considerations matter to positive processes and outcomes. Criti- 
cal thinking requires a broader perspective that includes analysis from 
horizontal and vertical ethical pluralism. A practice of three-dimensional 
thinking examines consequences; it explores rules and duties; and it asks 
about virtue and character. 

The standard economic viewpoint that focuses only on outcomes is 
highly useful if we are to solve many world problems. The concern ex- 
pressed here is not with the economic way of thinking; it is with adopting 
this method to the exclusion of other systems of thought. This is both to 
understand how real people may actually behave and also to gain insights 
into normative issues. Economists should also worry that by emphasizing 
self-interested utility maximization, and ignoring the important functions 
of duty and virtue in economic life, they could unintentionally change 
the world for the worse.” Friedrich Hayek was likewise critical of the 
overly narrow approach to economic thinking. He wrote that “exclusive 
knowledge of a single sector of the social sciences is of little use. . . . if 


you know only economics and nothing else, you will be a bane to man- 
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kind, good, perhaps, for writing articles for other economists to read, 


but for nothing else.” 


LOOKING AHEAD 
Robert Nozick, a philosopher curious about many areas of interest to 
economists, observed that it is problematical to think that an unfolding 
topic could or should be presented as a “finished, complete, and elegant 
whole.” Rather, “There is room for words on subjects other than last 
words.””” This book provides an introduction to the rich field of ethics in 
economics without providing the last word; the last word will be added by 
readers, in the ways they interact in the world with their new 3-D lenses. 

Economists will continue to add tools to the standard tool kit as they 
address the messy problems of human development and public policy 
more broadly, and ethical questions will play a part: What do we mean by 
well-being? What are the moral limits to markets? To what extent should 
economic researchers be virtuous in their own conduct? Do businesses 
rely on duties and virtues nurtured in families, schools, religions, civic 
organizations, and other realms of life? Can the market flourish without 
such nonmarket institutions? 

A 3-D approach may be necessary, in varying degrees, for institutions 
and relationships in society to perform well. As we learned, economic ef- 
ficiency relies on the existence of human rights, without which the losers 
from public policies face unacceptable coercion. It also requires virtuous 
judges to enforce property rights and courageous journalists to expose 
abuses. Attempting to shoehorn all behaviors arising from duty and vir- 
tue into an outcome based utility maximization function is an exercise 


5 Moral frameworks are deeply interconnected but dis- 


in defacement. 
tinct, requiring reflection and judgment. This approach will not satisfy 
those who search for simple truths, and especially those who desire only 
quantifiable or mechanistic approaches to policy questions. To the 3-D 
pluralist, “a partial understanding of complex reality is better than the 
reassurance of false universal explanations.”*! 

If consequences, duties, and virtues all play a role in sustaining and 


improving the economic landscape, how do we make final decisions when 


ETHICAL PLURALISM IN ECONOMICS 


these ethical approaches occasionally collide—leading us in opposite direc- 
tions? A pragmatic Smithian answer is that we muddle through, improvis- 
ing, doing the best we can, and learning from our mistakes. The idea of 
achieving “perfection” in public policy is something Smith derided. For 
example, while Smith favored freer trade, he worried that moving in that 
direction too quickly would destroy the investments of those who had 
built factories under the old rules; economic growth and justice are both 
important in making policy, and there is no easy way to reach definitive 
answers on this trade-off between outcomes and duties except perhaps 
through trial and error and incremental reform.” 

Ethical pluralism—in the sense used in this book—is not a lapse into 
relativism, or the notion that anything goes. Rather, it is the understand- 
ing of, and commitment to, principles and virtuous habits on which much 
economic activity relies. It is the further recognition that alternatives to 
the economic way of thinking provide insights needed for engaging in 
public policy debate. Scott Davis, a religious scholar and philosopher, 
notes, “The pluralism of the modern world is not likely to go away and 
engaging the actual commitments of those with whom we disagree, in all 
their complexity, is the best way to secure understanding.”*’ Doing so is 


in the best tradition of economists as worldly philosophers.** 
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